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I. Introduction

In the attached letter dated November 21, 1984, the Government
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As of December 31, 1984, the Fund's holdings of Kenya shillings
subject to repurchase are estimated to amount to SDR 387.6 million
(273.0 percent of Kenya's quota), including SDR 60.4 million under the
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Compensatory Financing Facility, SDR 250.6 million under borrowed re-
sources, and SDR 76.6 million under ordinary resources. The proposed
stand-by arrangement, if fully utilized, would increase the Fund's
holdings of Kenya shillings subject to repurchase to SDR 460.0 million
(323.9 percent of quota) and SDR 357.6 million (251.8 percent of quota)
under tranche policies (Table 1). Purchases under the arrangement will
be phased in five installments: an installment of SDR 8.5 million fol-
lowing approval, two quarterly installments of SDR 21.3 million each
and two other quarterly installments of SDR 17.0 million each. This
phasing is related to the expected cash flow requirements for the
financing of the balance of payments which indicate a substantial

need in the first half of calendar year 1985. 1In addition, it is
expected that Kenya will qualify for a purchase under the compensatory
financing facility for cereal imports. The last Article IV consulta-
tion with Kenya was concluded by the Executive Board on May 16, 1984.
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Outstanding
at beginning of 1985
arrangement Jan.~- Apr.- July- Oct .-
December 31, 1984 Mar. June Sept. Dec.
(In millions of SDRs)
Transactions under
tranche policies (net) 1/ 22.1 8.1 0.1 0.1
Purchases 29.8 21.3 17.0 17.0
Ordinary resources (14 .9) (10.6) (8.5) (8.5)
Enlarged access resources (14.9) (10.6) (8.5) (8.5)
Repurchases 7.7 13.2 16.9 16.9
Ordinary resources (5.7) (9.0) (11.3) (10.6)
Other (2.0) (4.2) (5.6) (6.3)
Transactions under special
facilities (net) 2/ ' - 57.0 =7.5 -7.5
Purchases - 57.0 - -
Repurchases - - -7.5. -7.5
Total Fund credit out-
standing (end of period) . 387.6 . 409.7 474 .8 467 .4 460.0
Under tranche policies 1/ . 327.2 349.3 357.4 357.5 357.6
Under special facilities 2/ 60.4 60.4 117 .4 109.9 102.4
(As percent of quota)
Total Fund credit outstanding-
{end of period) 273.0 288.5 334.4 329.2 323.9
Under tranche policies 1/ 230.5 246.0 251.7 251.8 251.8
Under special facilities 2/ 42.5 42.5 82.7 77.4 72.1

Source: IMF, Treasurer's Department.
1/ Ordinary and enlarged access resources.

2/ Compensatory financing facility.
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Recent economic developments and the performance under the just
finalized stand-by arrangement are reviewed in Section II. The tar-
gets, assumptions, and principal elements of the proposed stabilization
program are described in Section III, while the staff appraisal and
the proposed decision are contained in Section IV.

II. Background and Performance Under Stand-by Arrangement
Kenya successfully carried out an economic financial program, which
was supported by an 18-month stand-by arrangement for SDR 175.95 mil-
lion (124 percent of Kenya's quota), which expired in September 1984,
despite the emergence of a serious drought in 1984, All the drawings
scheduled under the arrangement were carried out. In many respects,
especially the balance of payments, which recorded overall surpluses
in 1983 and 1984, developments exceeded the expectations at the start
of the program and amply demonstrated the commitment of the authorities
to the program, despite their need to implement additional measures
during the program period.
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Thus, over the five—year period ending in 1983 real growth
t up with the population growth rate which is estimated at

2D
close to 4 percent (Table 2).

As a result of the measures taken in the course of the last few
years, the balance of payments current account deficit was reduced to
a level that could be considered sustainable in the medium term. The
current account deficit, which had reached the equivalent of over
11 percent of GDP in 1981, fell to 3.1 percent of GDP in 1983 and
3.4 percent of GDP in 1984. Balance of payments surpluses were re-
corded in 1983-84, allowing gross official reserves to rise from the
equivalent of about 1.5 months of imports in 1981-82 to over 3 months
of imports by the end of 1984. These developments were attributed to
a strengthened export performance; tea exports more than doubled in
the two years ending in 1984, while certain nontraditional exports
also recorded strong gains. Although buoyant international market
conditions provided an impetus to the tea sector, its performance and
that of nontraditional exports was substantially helped by the pass
through of Iinternational prices to producers and by an exchange rate
policy which has sought to maintain the competitive position of the



Table 2. Kenya: Selected Economic and Financial Indicators, 1981-85

1981 1982 1983 1984 1985
Program Estimate Program

(Annual percent changes, unless otherwise specified)

National income and prices

GDP at constant prices 4.1 1.8 3.9 4.0 - 4.0

GDP deflator 10.8 9.9 7.9 8.2 9.0 8.0

Consumer prices 20.2 14.4 10.1 8.0 10.0 9.0

External sector (on the basis of

SDRs)

Exports, f.o.b. -5.6 ~8.5 3.1 9.3 15.9 -1.6

Imports, c.i.f. ~-9.7 -16.2 -15.9 9.9 17.7 8.1

Non-oil imports, c.i.f. -16.0 -16.7 -15.1 13.6 25.5 11.1

Export volume -5.2 - 7.1 2.9 0.3 4.0

Import volume ' -21.8 -14.7 -9.0 5.1 15.8 5.4

Terms of trade (deterioration =) ~-13.4 ~6.8 4,2 2.1 13.4 -8.1

Nominal effective exchange rate
(depreciation =) 1/ ~15.4 -11.7 -2.5 cee -4.,0 e

Real effective exchange rate
(depreciation =) 1/ -7.7 -5.0 4.1 cee -5.0 -2.5

Government budget 2/
Revenue and grants 20.3 12.4 7.6 10.9 9.2 17.3
Total expenditure 24.9 8.4 -3.6 12.2 12.6 18.1
Money and credit 2/

Domestic credit 20.0 26.9 6.4 14.0 8.9 18.0
Government 74.6 55.1 -0.8 17.6 3.4 29.0
Other sectors 7.7 16.7 5.9 12.0 11.4 13.5

Money and quasi-money (Mj) ] 7.1 8.8 11.3 9.8 11.4 8.1

Velocity (GDP relative to M) 3/ 3.31 3.47 3.63 3.98 3.44 3.52

Interest rate (annual rate) 3/

Savings deposit (min.) 10.00 12.50 12.50 12.50 11.00 10.50
Average time deposit 10.75 13.75 13.75 13.75 12.75 11.75
Maximum lending rate 14.00 16.00 15.00 15.00 15.00 i4.00
(In percent of GDP)
Government budget 2/

Revenue and grants 26.1 25,7 24.8 22.4 24,6 26.0

Current expenditure 24.7 23.3 22.4 19.8 23.3 23.4

Current account surplus/deficit (=) 1.4 2.4 2.4 2.6 1.3 2.6

Development expenditure and net
lending 10.1 9.8 6.2 6.7 7.8 7.9
Overall deficit &/

Including grants 9.5 6.6 3.1 4.1 4.6 5.1
Excluding grants 10.3 8.0 4.7 5.8 5.8 7.7
Domestic bank financing 2.8 2.6 -0.2 1.4 0.8 2.4
Foreign financing 4.9 1.7 1.7 1.2 1.0 1.6
Gross domestic investment 28.3 22.5 21.1 20.0 19.0 21.5
Gross domestic savings 19.3 17.8 19.3 16.2 16.8 18.2
External current account
deficit 5/
Including grants 11.1 7 4% 3.1 3.6 3.4 5.6%
Excluding grants = 12.3 8.6% 5.2 5.1 5.9 8%
External debt
External debt inclusive of Fund
Fund credit (beginning of period) 39 41 47 36 49 Y
Debt service ratio 6/ 18 24 28 29 28 31
Interest payments 27' . 10 13 11 10 11 12

(In millions of SDRs, unless otherwise specified)

Overall balance of payments 7/ -198  =150%* 89 24 50 =202%*
Gross official reserves -

(months of imports) 1.4 1.6 3.5 2.0 3.2 2.7
External payments arrears - == == — — —

December to December variations.
Fiscal year ending June 30.
Level in percent.
- Figures do not add up because of adjustment to cash basis.
Asterisk * reflects severe constraint on foreign exchange availability.
In percent of exports of goods and services.
Double asterisk ** reflects severe constraint on foreign exchange availability.
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export sector. Between February 1981 and October 1984 the Kenya shil-
ling was depreciated by about 36 percent in terms of the SDR, through
two discrete changes in October 1981 and December 1982 and a downward
float thereafter. During the program period, the Governmment attempted
to maintain the real effective rate established at the start of the
program, which was in line with the rate in effect in the mid-1970s
and considered to be broadly appropriate.

The domestic and external policies in place allowed for the
liberalization of the import regime and the external payments system.
In 1983 advance import deposit requirements were removed and during
the year outstanding remittances for profits, dividends and fees for
1981-82 were cleared. A new import system was put in place in June
1983, facilitating the flow of imports. Import authorizations were
allowed to rise at a fast rate even before the system was introduced
due to improved foreign exchange availabilities. Import licenses rose
by 28 percent in U.S. dollar terms during 1983, with a further small
rise in 1984. As a result, the availability of imported goods has
improved, quelling complaints in the private sector, and allowing an
increase in capacity utilization.

Substantial progress was also made in adjusting domestic finan-
cial imbalances. The overall budgetary deficit, which had reached
9.5 percent of GDP in 1980/81 (July/June), was reduced to 3.1 percent
in 1982/83 better than the program target of 4.7 percent (Table 3).
The larger than expected reduction in that year reflects the carryover
of a larger float than usual into the next fiscal year, as a result of
development expenditures made at the end of the year following the
receipt of some external resources. The deficit on a transaction
basis only fell to 3.8 percent, still considerably below the program
target. -

The preliminary estimate for the cash deficit for 1983/84 is
K Sh 3,647 million, or 4.6 percent of the revised GDP for 1983/84.
The absolute figure is in line with the target of K Sh 3,702 million
in the program, which included a reserve of K Sh 400 million, released
when additional nonbank resources were obtained. The higher ratio of
the deficit to GDP than programmed resulted from a lower GDP outturn
than had been assumed in the program due to the drought. 1In order to
meet the cash deficit target, the Government reduced expenditure
below the programed level. Current expenditure bore the brunt of the
reduction and there was some increase in development outlays.

Concomitant with the improvement in the budget since 1980/81,
there was also a significant tightening of domestic monetary policy.
Interest rates were raised at the start of the previous program by
about 2-2.5 percentage points, following increases of 3-5 percentage
points since 1980. These adjustments brought most rates to positive
real levels. The The Central Bank also increased its surveillance of



Table 3. Kenya: Central Government Finance, 1980/81-1984/85

(In millions of Kenya shillings)

1980/81 1981/82 1982/83 1983/84 1984/85
Program Prelim- - Revised
inary
Actual
Total revenue -and grants 14,789 16,623 17,894 19,842 19,545 - 22,929
Total revenue 14,333 15,737 16,763 13,"&19 13,5"&3 20,692
Foreign grants 4 886 1,126 1,423 997 2,237
Total expenditure and
net lending 19,717 21,381 20,620 23,544 1/ 23,213 27,407
Current expenditure 13,984 15,031 16,156 17,575 16,988 20,500
Development expenditure : . :
and net lending 5,733 6,350 4,464 5,969 1/ 6,225 6,907
Overall deficit (Treasury
accounts) -4,928 -4,758 -2,726 -3,702 1/ -3,668 -4,478
Adjustment to financing
basis 2/ =439 469 483 - 21
Overall cash deficit -5,366 =-4,289 ~2,243 ~3,702 1/ -3,647 -4,478
Financing 5,366 4,289 2,243 3,702 1/ 3,647 4,478
Foreign financing (net) 2,764 1,108 1,236 1,030 764 1,389
Drawings 3/ (3,498) (2,238) (2,718) . (2,894) (2,487) (3,463)
Repayments (=734) (-1,130) (-1,482) (-1,864) (~1,723) (-2,074)
Domestic financing 2,602 3,181 1,007 2,672 1/ 2,883 3,089
Nonbank (1,028) (1,487) (1,127) (1,472) (2,222) (1,000)
Bank and CSFC (1,574) (1,694) (-120) (1,200) (661) (2,089) .
Overall cash deficit
excluding foreign grants -5,817 =-5,175 -3,369 -5,125 ~4,644 -6,715

Memorandum items:

Total revenue and grants 26.1 25.7 24.8 22.4 24.6 26.2
Total revenue 25.3 24.4 23.2 20.8 23.3 23.6

Of which: tax revenue 21.8 21.4 19.8 18.3 20.3 20.5
Grants 0.8 1.4 1.6 1.6 1.3 2.6
Total expenditure and

net lending 34.8 33.1 28.6 26.6 29,2 31.3

Current expenditure 24,7 23.3 22.4 19.8 21.3 23.4

Capital expenditure and

net lending 10.1 9.8 6.2 6.7 7.8 7.9
Overall cash deficit 9.5 6.6 3.1 4,1 4,6 5.1
Overall cash deficit .

(excluding grants) 10.3 8.0 4.7 5.8 5.8 7.7
Foreign financing 4.9 1.7 1.7 1,2 1.0 1.6
Domestic financing 4.6 4.9 1.4 3.0 3.6 - 3.5

0f which: bank and CSFC 2.8 2.6 -0.2 1.4 0.8 2.4

Sources: Economic Survey, 1984; Statistical Abstract, 1983; and data provided by the Kenyan
authorities. -

1/ 1Includes K Sh 400 million in additional expenditure which was provided for in the program
to the extent that at the time of the review it was demonstrated that foreign financing and nonbank
financing was higher by this amount than envisaged in the program. The adjustment is
made in both development expenditure and in nonbank lending.
2/ The adjustment factor arises because financing data are derived from different sources
than revenue and expenditure data. It includes a float element resulting from some checks
being issued but not cashed.
3/ 1Includes PL 480 and defense appropriations~in-aid loans.

éj Staff estimates for GDP; original program estimate of GDP for 1983/84 was higher
than the preliminary actual estimate.




financial institutions, especially nonbanks, with the aim of securing
closer compliance with monetary policy initiatives. In the two fis-
cal years covered by the last program, the expansion of net domestic
credit fell to an average of under 8 percent per annum, compared to
over 23 percent per annum in the previous two fiscal years (Table 4).
Credit to the private sector and public entities rose by 11 percent
compared to 12 percent previously. The actual outturn for credit was
much below the targets included in the program, which aimed at in—-
creasing domestic credit at an annual average of 15 percent. The
lower level of domestic credit utilization was largely due to the
improved outturn in the budget, which resulted in a net repayment to
the banking system by the Govermment in 1982/83 and only a small in-
crease 1in 1983/84., Credit to the rest of the economy also fell below
the target of 14 percent set in the program.

Incentives in the agricultural sector have been maintained in

the context of yearly reviews of producer prices. Producer prices for
maize and wheat were raised by 82 percent and 64 percent in the four
years ended in 1984, compared to an increase of about 65 percent in
the cost of living during the same period. These policies helped to
provide crop surpluses in 1982 and 1983, allowing for some exports and
the buildup of a strategic grain reserve. Proceeds from exports are
largely passed on to producers.

The Government has continued to pursue a cautious incomes policy,
permitting increases in private sector wages sufficient to compensate
only up to 75 percent in the rise of the cost of living. 1In addition,
there have been no cost of living adjustments in the public sector
since 1981, despite an increase in the cost of living of about 39 per-
cent since then. :

Although the growth rate of real GDP fell to only 1.8 percent in
1982, its rise to 3.9 percent in 1983 augured the start of a sustained
expansion in income (Appendix Table I). At the same time, a slowdown
in the rise of consumer prices was evident. The rise in consumer
prices, which exceeded 20 percent in 1981, has fallen to an average of
about 10 percent in 1983-84 (Appendix Table II).

The successful implementation of the 1983-84 program considerably
lessened the domestic and external imbalances and has permitted the
Govermment to focus on the structural problems in the economy. Toward
this end, a new Five~Year Development Plan was announced for implemen—
tation beginning with the 1984/85 fiscal year. The plan received a
favorable review from the World Bank during the Consultative Group Meet-
ing for Kenya in early 1984. The plan aimed at maintaining a viable
balance of payments position in the medium term, strengthening export
performance, and gradually improving the growth of real GDP. It recog—-
nized the need to generate additional domestic resources for develep-
ment and to maintain the overall budget deficit at a sustainable level,
while assuring adequate domestic financing for the rest of the economy.



Table 4. Kenya: Monetary Survey, 1982-1984
June 1982 June 1983 June 1984

Actual Program Actual . Program Actual

Net foreign assets -921 -1,400 -122 =500 307
Total domestic credit 21,599 24,794 22,990 26,286 25,030
(26.9) (14.8) (6.4) (14.3) (8.9)

Government (net) 7,028 8,053 6,973 8,173 7,194
(55.1) (14.6) (-0.8) (17.2) (3.4)

Public entities 626 626 1,196 ) 2,399
(36.1) --) (91.1) ) 18,113 (100.6)

Private sector 13,945 16,115 14,821 ) (13.1) 15,437
(8.8) (15.6) (6.3) ) (4.2)

Other items (net) 1,974 2,200 2,100 2,350 2,198
Advance import deposits 47 - - - -
Money and quasi-money 18,659 21,194 20,768 23,436 23,139
(8.8) (13.3) (11.3) (12.8) (11.4)

Sources:

Data provided by the Central Bank of Kenya; and staff estimates.




Kenya's prospects suffered a major reversal in 1984 with the
emergence of one of the worst droughts in the country's history. The
“"long rains,” which provide for the main grain harvest, failed in the
principal producing areas, reducing grain availability to almost half.
The rest of the agricultural sector was also affected, with a particu-
larly adverse impact being experienced by the coffee and tea sectors.
In addition, the drought devastated the livestock herd and had a major
negative impact on dairy output. The fall in the water level in some
of the major dams resulted in the need to shift to thermal production
of electricity. The crisis is having a considerable negative impact
on income, the budget, and the balance of payments. However, the econ-
omic ad justment previously undertaken by Kenya has placed the country
in a better position to meet the current crisis. The adequate incen-
tives granted to the agricultural sector in recent years had allowed
an important strategic grain reserve to be built-up. Having reduced
the underlying domestic and foreign deficits to almost sustainable
levels, Kenya can better address the extraordinary financing needs
generated by the drought relief. The magnitude of the problem has
required a shift in government policy to focus on the crisis.

The impact of the drought has been far reaching. Real GDP is
likely to show no growth at all in 1984 and perhaps even record a
small reduction. The sporadic food shortages which have occurred have
built—up some additional pressure on prices. Presently, prices are
projected to record an increase of about 10 percent in 1984, compared
to a previous estimate of about 8 percent.

Even after using a part of the strategic grain reserves, Kenya
will need to import about 400 thousand metric tons of wheat and 1 mil-
lion metric tons of maize in the 18 months ending December 1985. . This
corresponds to about half the estimated grain consumption during this
period. The import cost of the grain is estimated at over SDR 230 mil-
lion. There is also a need for larger imports of milk products and
other food products. The direct impact on exports is estimated to
involve a loss of export earnings largely of tea and petroleum products
of about SDR 50 million. The loss would have been greater but for the
rundown of coffee stocks to allow Kenya meet its quota commitments.
These developments will lead to a deterioration in the balance of
payments, with the emergence of a large overall deficit in 1985, but
of a magnitude smaller than the impact of the drought on the balance
of payments.

The need to distribute such large quantities of grain is generat-—
ing a major administrative burden which requires a reorganization of
the transport system, not only to assure the timely distribution of the
grains, but also to minimize disturbing effects on economic activity.
Although initially it was believed that most of the grain could be sent
up country by railroad, a large part will now have to be moved by
trucks, at over twice the transportation cost. Moreover, an important



proportion of the grain will need to be distributed for hunger relief.
These elements are generating a major financial impact on govermment
finances.

III. The 1985 Financial Program

1. Introduction

The proposed program aims at providing balance of payments sup-
port within a framework designed to maintain the underlying budgetary
and balance of payments deficits at sustainable levels in the medium
term. It seeks to minimize the disturbance on economic activity aris-
ing from the drought and its relief. It balances the emergency require-
ments with the need to allocate sufficient resources to maintain the
underlying flow of economic activity. This approach requires the
containment of the budgetary deficit and the continuation of cautious
financial policies. The program assumes that in 1985 rainfall will
return to its normal pattern and quantity, allowing for the recupera-
tion of the agricultural sector. This assumption has been bolstered
by the arrival of the 1984 “"short rains” on schedule.

The proposed financial program has been formulated in the context
of a medium—term strategy aimed at reducing the fiscal and external
current account deficits to about 4 percent in 1986 and to 3.5 percent
of GDP in the latter part of the 1980's. This strategy also provides
for real growth rate of about 5 percent in 1986 rising to 6 percent
by the end of the decade, and an inflation rate contained to within
6-7 percent throughout this period. Domestic credit policies will be
adjusted in accordance with these objectives.

Given the extraordinary transport requirements for the distribu-
tion of the grains to the countryside, the Government found it nece-
ssary to increase consumer prices by a wider margin than the rise 1in
producer prices in order to strenghten the financial position of the
National Cereals and Produce Board (NCPB). Consequently, the consumer
price of maize was increased by 15 percent compared to a rise of 9 per-
cent in producer prices. The Govermment is committed to continue its
annual revision of producer prices. :

The incomes policy will remain unchanged, with no cost of living-
increase planned in the public sector in 1984/85.

As a result of the financing requirements of the drought relief
and the domestic and external policies announced by the authorities,
the current account deficit of the balance of payments 1s expected to
rise from 3.1 percent of GDP in 1983 to 3.4 percent in 1984 and 5.6 per-
cent in 1985 (Table 5). Staff estimates indicate that about 2.5 percent-
age points of the increase in the current account deficit (excluding
official grants) in 1985 is related to the drought. Consequently,
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. Table 5. Kenya: Balance of Payments, 1981-85

(In millions of SDRs)

1981 1982 - 1983 - 1984 1985

Revised Proj. Program
program
1/
Current account -606 =421 ~-163 -218 -195 - -346
Trade balance -935 -713 =440 - =564 -533 -673
Exports, f.o.b. (915) (837) (863) (945) (1,000) (984)
Imports, ce.f.f. (-1,850) (-1,550) (-1,303) (-1,510) (-1,533) (~1,657)
Services (net) 248 231 169 239 204 196
Transfers (net) 81 61 108 107 134 . 131
Capital account 401 271 252 218 - 245 144
Long-term 312 227 165 218 201 97
Official (175) (145) (75) (153) (142) (32)
" Private _ (137) - (82) (90) (65) (59) (65)
Short-term 2/ 89 44 87 - 44 47
.Allocation of SDRs 7 - - : - - -,
Overall balance -198 =150 89 - 30 =202
Financing 198 150 -89 - =50 202
Gross reserves (increase -) 176 6 -169 12 =24 36
IMF (net) 23 135 88 -12 -12 73
Other assets (net) -1 9 -8 - -14 -
To be secured ' - - - - - 93
Memorandum items:
Gross reserves (in months :
of imports) 1.4 1.6 3.5 2.8 3.2 2.7
Current account/GDP (in
percent)
Including official grants 11.1 7.4 3.1 3.4 3.4 5.6
Excluding official grants 12.3 8.6 ° 5.2 5.2 5.9 © 7.8
Official net capital inflows
plus official grants 4,9 : 3.8 ‘3.5 3.9 4.5 2,7

Sources: Data provided by the Kenyan authorities; and staff estimates.

1/ As contained in EBS/84/79.
2/ 1Includes changes in net foreign position of the commercial banks, valuation adjust-
.ments, and net errors and omissions.
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with the return of normal weather conditions it is expected that the
current account deficit will return to a sustainable level in the
medium—term. In 1984, given the underlying strength of the balance

of payments and the receipt of some of the drought assistance during
this year, it is expected that the balance of payments will record an
overall surplus equivalent to SDR 50 million (0.8 percent of GDP).

The bulk of the needed grain imports, however, will flow in 1985 lead-
ing to an increase in the current account deficit and resulting in a
projected overall balance of payments deficit of about SDR 202 million.
After taking into account a drawdown of official reserves and the
financing to be provided through the proposed stand-by arrangement and
a possible CFF purchase, a balance of payments financing gap of about
SDR 93 million remains. The authorities are taking steps to £fi111 this
gap through a combination of increased donor support and some borrowing
on commercial terms.

The proposed stand-by arrangement contains the following perfor—
mance criteria:

a. Quarterly ceilings on total domestic credit of the banking
system;

b. Quarterly subceilings on net bank credit to the Central Gov-
ernment ; '

Ce A ceiling on external loans contracted or guaranteed by the

Government on commercial terms in a maturity range of 1-12 years, with
a subceiling on loans in the maturity range of 1-5 years, and an embar—
go on short~term borrowing except when trade-related;

d. A review of fiscal, monetary, exchange rate, and import pol-
icies before June 30, 1985; and

e. The standard provisions relating to multiple currency pract-
ices, bilateral payments arrangements, and restrictions on payments
and transfers for current international transactions and on imports
for balance of payments reasons.

The quantitative performance criteria are summarized in Table 6
and a summary of the measures is provided in Table 7. The credit ceil-
ings are to be adjusted downwards by any balance of payments support
which passes through the budget and which is not presently accounted for
in the program. Credit ceilings have been fixed through June 30, 1985.
Ceilings for the remainder of the program period will be determined
during the review, when the 1985/86 budget will also be discussed.
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Table 6. Kenya: Quantitative Performance Criteria
1984 1985
March June Sept. Dec. March June
1/ 1/ Proposed Proposed

Total domestic bank credit
Ceiling
Actual

Net bank credit to the

Government

Ceiling
Banking system
Eurocurrency
CSFC

Actual
Banking system
Eurocurrency
CSFC

New external borrowing
contracted or guaranteed
by the Govermment
(cumulative)

1-12 years' maturity
Celling
Actual

1-5 years' maturity
Ceiling
Actual

(In millions of Kenya shillings)

26,365
23,886

7,154
8,400

-1,246
5,500
6,581

-1,081

26,286
25,030

6,927
8,173
-1,246
6,549
7,194

-645

27,722

8,919
9,355

-436

28,365

9,245
9,890

-645

27,913 2/ 29,527 2/

8,754 2/
9,399

-645

(In millions of U.S. dollars)

150

100

150

100

8,638 2/
9,283

-645

150

100

Source: Central Bank of Kenya; and staff estimates.

1/ Ceilings refer to 1983/84 program.
2/ Ceiling adjustable downwards, if specified gap financing is undertaken by

Government.




Table 7. Kenya: Policy Measures Under the Stand-by Program:

Current Status of Implementation

Program

Current status of implementation

1. Price measures

a. In line with ad justments effected in previous years,
retail prices of maize and wheat to be increased by 15 percent
and 20 percent respectively. The magnitude of consumer prices
changes exceed those in producer prices introduced earlier in
the year. On average, producer prices of maize and wheat have
been raised by over 18 percent and 13 percent during the last
five years.

2. Drought emergency measures

In the wake of the drought, government efforts have
concentrated on promoting production and improving distribution
of main food staples, while minimizing drought-related financial
imbalances. To attain these goals the govermment has approved
the following measures:

a. Utilization of one third of the strategic maize
reserves accumulated during the last few years, before the end
of 1984. . :

b. Importation of 1.4 million metric tons of grain.

Implemented September 19.

Implemented.

Under way.

- T -




Table 7. Kenya: Policy Measures Under the Stand-by Program:
(continued)

Current Status of Implementation

Program

Current status of implementation

Ce Redeployment of the country's transportation network
to facilitate the movement of grain imports from the port of
delivery to silos and inland distribution centers. Available
grants and loans for highway and rail transportation equipment
and spare parts being sought.

d. The increase in domestic consumer prices of maize and
wheat to cover transportation costs of commercial imports.

3. Fiscal measures

a. New tax measures to yleld K Sh 364 million for the
entire fiscal year. An average reduction of 14 percent in import
duty rates of 25 percent or more, was offset by an increase in
sales tax rates (now ranging from 17 percent to 100 percent) with
a net revenue increase of K Sh 186 million. Increases in excise
taxes on cigarettes and matches and in the air passenger tax
(from K Sh 100 to US$10) are projected to add K Sh 160 million
and K Sh 18 million, respectively, to total tax revenue.

b. Cutbacks equivalent to K Sh 300 million in the recurrent
expenditure provided in the 1984/85 budget, mainly through a

10 percent across—the-board reduction in all categories of expendi-

ture with the exception of wages and salaries, interest payments
and transfers. ' '

Under way.

Implemented.

Implemented with the 1984/85
fiscal budget.

Implemented in September 1984.

_.g'[-.
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Renanomiea of ¥ Ch 271 mi1144an
Or 112107

Ce LuLynvmico AN Dl Ll Ak

ture, largely relating to transfers and loans to parasta
postponement of infrastructure projects.
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d. The 1984/85 budget does not provide for a general wage
increase. 1In addition, vacant positions in the civil service
are not being filled (except for technical positions deemed to
be absolutely necessary), and payments to other than legitimate
civil servants have been prevented through compulsory registra-
tion of the latter.

a. Govermment committed to maintain interest rates a
nnqifivn levels. With a rate of inflation of about 10 perc

real interest rates range from 2 percent to 5 percent.

nt,

b. Limits on overall credit and net credit to government
by the banking system.

5.  External sector measures
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continuous review during the program period.

Employment and wage policies
being implemented within the frame of
the 1984/85 budget. The registration
of civil servants took place on
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Policy in effect.

. Performance criteria in the
program.

In progress. The value of the
Kenya shilling vis—i-vis the SDR
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Table 7. Kenya: Policy Measures Under the Stand-by Program:
(continued)

Current Status of Implementation

Program

Current status of implementation

b. Limits on new government or government-guaranteed
external debt with maturities below 5 years and below 12
years. Embargo on short—term debt other than trade related.

Ce Trade liberalization.

has depreciated by about 38 percent
since February 1981. The real
effective exchange rate of the Kenya
shilling has returned to the level
prevailing in the middle 1970's, a
period of strong balance of payments
position and a freer import system.

Performance criteria in the
program.

The process of import liberaliza-
tion is being implemented in conjunction
with the program's cautious demand
management policies and a flexible ex-
change rate policy. The Govermment's
approach to a freer import system is
two—pronged: (a) maintenance of the
presently liberal implementation of the
license system, through an increase 1n
the value of licenses approved and in
the availability of goods, even in the
more restrictive categories (actual non-
government, non—-oil imports are estimated

_L'[_



Table 7. Kenya: Policy Measures Under the Stand-by Program: Current Status of Implementation

(concluded)

Program

Current status of implementation

to have risen by 20 percent in 1984);
and (b) a shift of 30 percent of
items in Schedule 1B to 1A by June
30, 1985, while effecting further
transfers from Schedule 2A to 1B.

_.8"[_
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2. Budgetary policies

In the fiscal sector, the principal objective of the program is
to preserve the substantial adjustment which has taken place in the
overall budget deficit since 1980/81, while allowing for the drought
emergency needs. The fiscal program is based on a revised 1984/85
budget. It incorporates the expected impact of the drought on revenue
and expenditure, it reduces provisions for certain categories in the
initial budget, and takes account of the increase in consumer grain
prices. The expenditure estimate already incorporates the normal mid-
year supplementary budget increases, including the underprovision for
personal emoluments for teachers and some Ministry of Health expen-—
diture. It also takes account of the extraordinary assistance which
donors had committed as of October 1984. The net impact of these adjust—
ments is an overall budget deficit of K Sh 4,478 million, equivalent to
5.1 percent of GDP. It 1s expected that, before the fiscal year ends,
~additional foreign grants and loans will be received, reducing the over-
all deficit and domestic financing. The program envisages automatic re-
ductions in bank credit to the Govermment as this additional financing
becomes available. Excluding the effects of the drought, the 1984/85
budget aims at a small further improvement in the underlying budget
deficit to about 4.1 percent of GDP, compared to 4.6 percent of GDP in
1983/84. This represents continued adjustment in the fiscal area to-
ward a sustainable position. Excluding the assistance already received
related to the drought, it is estimated that the drought would have an
impact on the budget of 1.4 percent of GDP.

The revised budget for 1984/85 projects total revenue equivalent
to 23.6 percent of GDP, compared to 23.3 percent estimated for 1983/84,
Without the drought it is estimated that total revenue would have
reached the equivalent of 24.0 percent of GDP. Foreign grants are
estimated at the equivalent of 2.6 percent of GDP, of which 0.5 per-
centage points are related to drought assistance. 1In 1983/84 foreign
grants only totaled 1.3 percent of GDP. Total revenue and grants are
expected to reach 26.2 percent of GDP in 1984/85, compared to 24.6 per-—
cent in the previous fiscal year.

The program contains tax measures which are estimated to provide
a net increase in revenue of K Sh 364 million, equivalent to 0.4 per~
cent of GDP. In the last two fiscal years new revenue measures have
been introduced yielding, on average, a net increase of 0.5 percent of
GDP in additional revenues notwithstanding measures taken to reduce the
level of import tariffs. 1In 1983/84 the Government reduced the duty
on imports with a rate exceeding 30 percent by an average of 15 percent.
In 1984/85 further action in reducing protection was taken by dowaward
ad justments of most import duties in excess of 25 percent by an average
of 14 percent. As in the previous year, there was an increase in sales
tax rates to offset the revenue loss, particularly on certain luxury
goods such as automobiles, photographic equipment, and electrical
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appliances. To facilitate the administration of the sales tax, the
system was simplified by reducing the number of duty rates to only
five, ranging from 17 percent to 100 percent. The increase in revenue
from. the sales tax changes 1s estimated to exceed the loss from the
custom duty adjustments by about K Sh 186 million. Among the other -
revenue measures undertaken was an Iincrease in excise duties on cigar-
ettes and matches estimated to yield an additional K Sh 160 million
and an upward ad justment in the air passenger tax estimated to yield
an additional K Sh 18 million.

The revised forecast for 1984/85 has been estimated on the basis
of actual revenue collections during the first quarter of the year,
and taking only into account grant commitments from donors which are
regarded as firm.

Expenditure and net lending i1s expected to rise to the equivalent
of 31.3 percent of GDP in 1984/85, compared to 29.2 percent in the pre-
vious fiscal year. Current expenditure is estimated to total the equiv-
alent of 23.4 percent of GDP compared to 21.3 percent in 1983/84, while
development outlays and net lending are projected at 7.9 percent of GDP
compared to 7.8 percent in the previous fiscal year. The increase in
current expenditure contrasts with a declining ratio of current outlays
to GDP in the previous four years. The drought-related expenditure ac-
counts for about one half of the rise. The National Cereals and Produce
Board (NCPB) has been allocated a transfer payment of K Sh 900 million
to finance food grain distribution. This sum arises because NCPB has to
finance the distribution of grains received as grants from abroad. Even
when the grain 1s sold commercially, the proceeds do not accrue to NCPB,
but to the Government. According to the aid agreements with most donors,
the local counterpart from the sales must be used for projects specified
in the agreements. The authorities are attempting to have transporta-
tion costs of grain distribution as one of the specific uses of these
resources. The 1984/85 operations of NCPB will be financed through
the budget and not through the banking system. Strict control has
been maintained in most expenditure categories, including personnel
expenses. In an effort to contain wage expenditure, the budget for
1984/85 provides for no general wage increase and the authorities
have recently required the registration of all civil servants in order
to assure that there are no payments being made to phantom government
employees. This exercise 1s also helping the Govermment estimate the
number of vacant positions in the civil service. It is the authorities'
objective not to fill these positions with the exception of technical
positions which are deemed essential and those that may be required
for grain distribution. '

Development outlays and net lending are expected to increase faster
than GDP for the second year in a row in 1984/85, following 3 years of
reductions. Despite the most recent increases, development outlays and
net lending at under 8 percent of GDP are still below the level reached
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in 1980/81 of over 10 percent. A larger increase would have been
necessary, 1f the new development plan had been implemented on sche~
dule. The program incorporates most of the ongoing projects included
in the development plan which have a high component of foreign financ-
ing. The cuts in the development program were designed mainly to re-
duce the locally-funded component. Most of the cuts relate to projects
not yet started or in the early stages of implementation. In addition,
the 1984/85 development outlays have been restructured in order to’
allow for labor intensive projects to be utilized in "work for food”
programs in the countryside.

Net foreign financing 1s estimated at K Sh 1,389 million, or
31 percent of the total deficit. Gross drawings are expected to rise
by almost 40 percent to K Sh 3,463 million. About half of the increase
will be offset by a rise in amortization payments. Over the last four
years amortization payments have almost tripled, reflecting the rise
of Kenya's debt service burden. Net nonbank financing is estimated at
K Sh 1,000 million, or less than half of the amount recorded in 1983/84,
when an extraordinary effort to obtain financing from this source was
carried out. This cannot be repeated without hindering the ability of
nonbank institutions to fund private sector activities. As of June
1984 net credit to the Govermment accounted for 19 percent of the
domestic credit of nonbank financial institutions compared to 17 percent
in June 1983. " The increase recorded in the last fiscal year was facil-
itated by the nonbank institutions having deficiencies with respect to
their liquidity requirements and by a large purchase of Treasury bills
by the National Social Security Fund (NSSF), which 1s required to
invest its surplus resources in govermment securities. An effort is
being made to increase the share of nonbank financing in the form of
long-term govermment issues, particularly with regard to NSSF, while
reducing the share in the form of Treasury bills to provide better
debt management. The program seeks to contain net bank financing to
the Government to K Sh 2,089 million, equivalent to about 2.4 percent
of GDP, compared to less than 1 percent of GDP in 1983/84. The rise
is explained largely by the financing requirements of the drought
relief. However, it is expected that both the budget deficit and net
bank financing will turn out to be lower than presently estimated as
more foreign assistance is confirmed. The program has utilized a
conservative estimate for the level of foreign grants and loans.

Budget operations have a marked seasonality, involving a substan-
tial overall deficit in the first quarter of the fiscal year, a further
but smaller increase in the second quarter, and then large reductions
in the subsequent two quarters. The seasonality arises largely because
revenues are concentrated in the latter part of the year as a result
of the payment of most corporate income taxes in March and April. The
receipt of foreign loans and grants is also concentrated in the latter
part of the year, because much of these resources are reimbursed only
after expenditures have been carried out. The cellings established on
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net credit to the Government are based on quarterly projections of most ‘
components of the budget taking into account the normal seasonality and

the special factors influencing 1984/85, particularly the cash flow

impact of the drought relief.

Although substantial progress has been recorded in ad justing the
overall budgetary deficit in the last few years, additional actions will
be required with the 1985/86 budget. Such adjustments should bring the
overall budget deficit to under 4 percent of GDP, with a reduction .in
net bank financing. Important adjustments will also have to be made
in the structure of expenditures, as a greater implementation of the
development plan takes place.

3. Public enterprises

Public enterprises play a major role in Kenya's economy. Apart
from the statutory boards there are 47 wholly owned enterprises and
more than 100 companies with govermment majority or minority participa-
tion engaged in a wide variety of economic activities. Many of the
latter are controlled through the wholly owned enterprises. In the
recent past the Government has attempted to monitor their activities
more closely, with the aim of reducing the net drain on the budget and
selecting investments to be sold to the private sector. An Investment
Division was created within the Ministry of Finance to monitor all
financial flows between the enterprises and the Treasury to facilitate
repayment of loans and the receipt of profits. The Division has also
begun compiling financial information on the major public enterprises
to strengthen the information base available to decision makers and to
prepare a centralized forecast of enterprises' investments for incorpo-
ration in the Development Plan and annual forward budget exercises.
While many of the commercial enterprises have made profits, some have
made significant losses. Apparently, the Govermment has failed to
receive its share of profits, although it has helped finance some of
the losses. Deposits of public enterprises in banks and nonbanks have
recorded a large increase in the last three years.

The progress in securing better control of the public enterprises
has suffered some important delays. The State Corporations Act, a bill
to be approved by Parliament which would provide the Govermment with
the legal backing for extending its supervision, collecting more money
from the enterprises, and selling its share in some, suffered a serles
of legal roadblocks and has not yet been submitted to Parliament. In
the legal review of the draft bill, the authorities found out that
they lacked the necessary power to control the public enterprises, as
many of them had their own Acts of Parliament or specific charters
giving them a degree of autonomy. Consequently, a case by case review
of the enterprise's incorporation certificates was needed to devise
an adequate mechanism for establishing the central control sought in
the State Corporations Act. It may even be that the possibility of
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using an instrument such as the State Corporations Act may not prove
legally possible and a case by case approach of revising individual
charters may be necessary. The authorities have been cautious in these
efforts, as many enterprises are co—owned with domestic or foreign
private investors, and they do not want to create an atmosphere that
could discourage additional private investment. Meanwhile, the efforts
of the Investment Division have not progressed as quickly as hoped
because records and accounts of many enterprises are deficient and co-
operation has been inadequate. In addition, there is a shortage of
technical staff to review and reconstruct financial accounts. Con-
sequently, the Division has been working on a schedule that allows

them to review about one wholly-owned enterprise per month. - Apart

from establishing more uniform accounting procedures, the Division

has sought to ascertain the amount of government resources that have
been transferred to these enterprises and to get agreement on the
proportion that will be allocated to equity and what will need to be
repald to the Treasury. The conditions of repayment are also being
negotiated. In this process an effort is being made to ascertain

a4~ rarnrd + +1ah1 A x
Wnicn enterprises are not viabie and which could be scld. Meanwhil

the financial analysis which is being undertaken is permitting the

preparation of information to integrate the accounts of the public

enterprises in the forward budget. Further progress is expected in

thig area durine the current figecal year, leadine to the integoration
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of major public enterprises into the forward budget process in the
next fiscal vear. '

The financial policies under the nronosed program aim at keeping
the rate of increase in money and quasi-money to a prudent level, while
facilitating drought relief and allocating sufficient resources to the
rest of the economy to maintain the underlying trend of economic activ-
ity. These policies, in coordination with the interest rate and budge-
tary policies, should improve the utilization of financial resources
and promote price stability. The program will permit an acceleration
of domestic bank credit in fiscal year 1984/85 in part reflecting the
drought relief needs and the balance of payments deficit expected
during this period. As mentioned earlier, it is expected that some of
the balance of payments financing to be obtained by the Government
will be utilized through the budget, thereby automatically reducing
the overall credit expansion and the net utilization of bank credit by
the Government. Consequently, even though the program permits an
expansion of total domestic credit equivalent to 16.2 percent of the
initial stock of money and quasi-money; the actual growth 1s expected
to be considerably less (Table 8). Importantly, the program envisages
credit to the private enterprises and public entities to increase by
13.5 percent, slightly higher than the expected growth of nominal GDP.
However, Kenya has established a record over the last programs of
underutilizing its margin of credit. This development may be repeated,



Table 8. Kenya: Monetary Survey, 1983-85
Projections
1983 1984 1985
Mar. June Sept. Dec. Mar. June Sept. Dec. Mar. June
(In millions of Kenya shillings)
Net foreign assets -1,143 -122 -1,200 =534 -187 307 -269 =75 =536 1/ ~1,763 1/
Total domestic credit 23,637 22,990 24,435 25,374 23,886 25,030 27,722 28,365 27,913 2/ 29,527 2/
(9.8) (6.4) (-0.0) (0.1) (1.1) (8.9) (13.5) (11.8) (16.9) 18.0)
Govermment {(net) 8,015 6,973 8,130 8,141 6,581 7,194 9,355 2,890 9,399 2/ ,283 2/
(6.1) (-0.8) (-15.2) (-18.5) (-17.9) (3.4) (15.1) (21.5) (42.8) 29.0)
Public entities 1,047 1,194 1,342 1,854 2,082 2,399 2,192 )
(183.0) (91.1) (129.4) (85.6) (98.9) (100.6) (63.3)) 18,475 18,514 20,244
Private secter 14,575 14,821 14,963 15,379 15,223 15,437 16,175 ) (7.2) (7.0) (13.5)
(7.1) (6.3) (4.8) (7.1) (4.4) (4.2) (8.1))
Other items (net) 1,078 2,100 1.593 2,002 852 2,198 2,887 2,500 2,100 2,000
Foreign borrowing
counterpart to
domestic credit - - - - - - -- - 374 753
Money and quasi-money 21,416 20,768 21,640 22,838 22,847 23,139 24,566 25,790 24,903 25,011
(13.1) (11.3) (9.0) (6.5) (6.7) (11.4) (13.5) (12.9)  (9.0) (8.1)
Money 10,860 10,611 10,948 11,945 12,213 12,407, . e e e
Quasi-money 9,996 10,157 10,401 10,893 10,634 10,732 e .o . e
Memorandum item:
Gap financing - --= - - ~= - - == 374 753
{Changes as & ratic tc the stock of money and gquasi-money 12 months earlier)
Net foreign assets -3.6 4.3 3.8 4.9 4.5 2.1 4.3 2.0 -1.5 -8.9
Total domestic credit 11.1 7.5 - 0.1 1.2 9.9 15.2 13.1 17.6 19.4
Government (net) 2.4 -0.3 -7.3 -8.6 -6.7 1.2 5.7 ) 7.7 12.3 9.0
Other public entities 3.6 3.1 3.8 4,0 4.8 5.8 3.9 ) 5.4 5.3 10.4
Private sector 5.1 4.7 3.5 4.7 3.0 2.9 5.6 )

¢

“r R oy . M " B : .
Source: Data provided by the Central Bank of Kenya; and staff estimates.

1/ Excludes gap financing requirements of K Sh 374 million in first quarter and K Sh 753 million in first half.

2/ Ceiling adjustable downwards, if specified gap financing is undertaken by Government.
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given the continued depressed conditions in private sector activity.
Given the large balance of payments deficit expected in 1985, the tar-
geted credit growth is consistent with a deceleration in the growth of
money and quasi-money to about 8 percent by June 1985 compared with

13 percent in calendar year 1984 resulting in a modest increase in
velocity.

5. External policies

In the external sector the program's objectives are to limit the
deterioration in the balance of payments resulting from the drought, to
further the process of import liberalization, and to avoid any erosion
of Kenya's external competitive position. In addition, the program aims
at preserving an adequate reserve position, while limiting the deterio-
ration of Kenya's debt service ratio. To achieve these goals, Kenya
will need to follow cautious domestic economic and financial policies,
and to seek the necessary additional financing on as favorable
terms as possible.

Although the program allows for a deterioration in the current
account deficit of the balance of payments to 5.6 percent in 1985, it {is
expected to be reduced rapidly in the following years. The widening of
the current account deficit in 1985 takes into account the balance of
payments impact of the drought and an acceleration in import growth
associated with the relaxation of import controls.

The balance of payments will be under pressure not only because of
drought related import requirements and damage to export production, but
also because the presently firm market conditions for Kenya's major ex-
ports are not projected to be sustained in 1985. Tea and coffee export
prices are expected to fall by 16 percent and 9 percent respectively
but prices will still remain high in comparison to past levels. The
surpluses of refined oil products available for export are projected
to be sharply reduced as a result of their use for thermal electricity
generation. These developments, in association with a fall in volumes
arising from the drought are estimated to lead to a decline in exports
in SDR terms of around 2 percent. Drought related imported grain re-
quirements are presently projected at around SDR 150 million, estimated
to contribute around 8 percent to the rise in the total import bill.

The program also provides for a 7 percent increase in nonfood, nonpetro-
leum imports (about 4 percent in real terms).

In 1985 net service earnings are projected to fall slightly to SDR
196 million, largely as a result of increased outflows of investment
income, reflecting the assumption that most of the balance of payments
deficit will be covered by commercial borrowing. The availability of
concessional borrowing will reduce interest payments substantially. Net
transfers are expected to remain at about the 1984 level, which 1is about
60 percent larger than the average of the previous three years, reflect-
ing new firm commitments from donors. This item is likely to be larger
as more donor assistance is generated.
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expected to-fall considerably below the average level recorded in the
previous years. However, the lower level presently projected arises
because some additional assistance is being given in grant form, and

because the f‘nvornmnnf'n slower imnlementation of the AnvnTnnmnnf— nlan
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has reduced the utilization of contracted loans, and its delays in
arranging the support for drought relief. As the financing gap for
1985 is closed, net capital inflows will increase to about the levels
recorded in the previous two years.

The medium~term outlook for Kenya's balance of payments remains
viable as presented in the Staff Report to the 1984 Article IV Consulta-
tion and Review Under Stand-by Arrangement (EBS/84/79, 4/5/84) despite
the special difficulties being faced in 1985. A revision is included in
Table 9. The current account deficit is projected to fall to 3.5 percent
of GDP by 1989. Export growth is expected to average 11 percent a year
between 1985 and 1989. Of this, around 5.5 percent represents an in-
crease in volume terms, the same rate of expansion as real GDP. Perfor-
mance in the tea sector is anticipated to be particularly good once the
effects of the drought have been overcome; as a result of the extensive
new planting program undertaken recently, production should grow by
around 9 percent a year from 1986 until the end of the decade. The rela-
tively low growth projected for imports in the medium~term (about 7 per-
cent a year in value terms) 1s attributable to a sharp fall in food im-
ports after 1985. However, reflecting the on-golng process of import
liberalization, the expansion of non-oil imports, other than that by the
Govermment, is expected to continue in real terms at rates in excess of
GDP growth. It has been assumed that both export and import prices will
rise by about 5 percent per year, leaving the terms ofitradé unchanged.

The surplus on services account 1is expected to decline as a per-~
centage of GDP from over 3 percent in 1985 to around 2.5 percent in
1989. While the growth of earnings from travel and freight insurance
should continue at their present levels, receipts from these sources
will be more than offset by the growing interest burden of servicing
Kenya's external debt. 1In 1986, once no further drought-related assist-
ance is required, official grants are expected to decline to a little
over 1 percent of GDP; the medium—term projections assume that this
level will be maintained thereafter. '

It has been assumed that the current account deficits will be
financed by long-term net capital inflows equivalent to around 3.5 per-
cent of GDP, of which 2.5 percent represents net official borrowing.
After providing for reserve accumulation necessary to maintain a reserve
level at about 2.5 months of imports and for repurchases to the Fund,
Kenya will need to contract additional mediuim— and long—term loans in
the context of the current development plan. These loans are projected
to amount to a maximum of SDR 100 million per year, equivalent to a
decline in terms of GDP from 1.4 percent in 1986 to 1.0 percent in 1989.
The staff does not envisage that any difficulties will be encountered in
covering this gap; between 1978 and 1983 long-~term net capital inflows, ‘
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Table 9. Kenya: Medium—Term Balance of Payments
: Projections, 19R4-1989 1/

1984 1985 1986 19R7 1988 1989
(In millions of SDRs)

A. Exports, f.o.b. 1,000 984 1,087 1,204 1,327 1,475
Tea 266 232 " 260 299 343 395
Coffee 264 245 263 284 308 333
0il products 121 126 140 149 158 168
Other 349 381 424 472 518 580

B. Imports, c.i.f. -1,533  -1,657 -1,660  ~-1,812 ~1,985 -2,179
Government ~206 -253 -125 -134 -144 -154

Food (-106) (=149 (-14) (-14) (-15) (-16)
Other (-100) (-104) (-111) (-120) (-129) (-138)
0il -487 —495 =525 =557 -591 -621
Other -840 -908 -1,009 -1,120 -1,250 -1,404"

C. Trade balance (A+BR) =513 -673 -573 -608 -65R -703

D. Services (net) 204 196 206 218 235 250

E. Private transfers ~h -6 -h -4 -2 -

F. O0fficial transfers 140 137 86 96 107 118

G. Current account {(C+D+E+F) =195 ~346 -287 -298 -318 =335 -

H. Capital account 245 144 277 299 344 384
Long-term (net) 2/ 201 97 227 249 294 334

Official (142) 32) (155) (169) (205) (236)
Private (59) (h5) (72) (80) (89) (98)
Short~term (net) 44 47 50 50 50 50

I. Overall balance (G+H) 50 ~202 -10 1 26 49

J. Financing -50 202 10 -1 =26 ~49
Gross reserves 3/ -24 36 - -12 -37 =40
IMF (net) -12 73 -90 -84 -56 =47
Other assets (net) -14 - - - -— -
To be secured - 93 100 95 67 38

Memorandum items

(In percent of GDP)
Current account deficit
Including of ficial grants 1.4 5.6 4.1 3.9 3.7 3.5
Excluding official grants 5.9 7.8 5.4 5.1 4.9 4.7
Official net capital inflow
plus of ficial grants 5.1 2.7 3.4 3.4 3.6 3.7
Sources: Data provided by the Renyan authorities; and staff estimates.
1/ Projections based on following price and volume assumptions:
Price projections Volume projections
1984 1985 1986~-89 1984 1985 1986-89
(Average percent change over previous year)
Exports 15.5 -5.4 5.0 0.3 4.0 5.4
Tea (61.2) (-16.0) (5.0) (-5.1) . (4.0) (8.8)
Coffee (12.2) (-8.6) (5.0) (2.6) (1.5) (2.8)
0il products (-0.5) (n.1) (5.0) (-6.7) (4.0) (2.3)
Other (2.4) (3.1) (5.0) (1.5) (5.9) (5.8)
Imports . 1.6 2.9 5.0 15.8 5.4 2.0
Government (2.3) (4.0) (5.0) (83.3) (18.1) (-15.9)
011 (-0.5) (0.1) (5.0) (4.3) (1.5) (1.0)
Other (2.7) (3.5) (5.0) (12.8) (4.4) (6.2)
GDP 9.0 8.0 5.7 - 4.0 5.4

2/ Assumes official and private long-term net capital between 1986 and 1989 of
ahout 2 1/2 percent and 1 percent of GDP, respect{vely.

3/ Reserve level equivalent to 2.6 months of imports in 1986 and to 2.5 months
thereafter.




excluding two large Eurocurrency loans, averaged 5.3 pér cent of GDP.

At the end of 1983, close to 70 percent of Kenya's external debt
was in the form of bilateral and multilateral loans on concessional
terms, at well below market rates with long maturities and grace periods,
and a significant grant element. Outstanding debt on commercial terms
represents slightly over one fourth of the total, but due to heavy re-
payment on some of their loans in recent years, the proportion has been
declining rapidly. Kenya's total outstanding external debt carries a
maturity of about 25 years, a grace period of 6 years, an interest rate
below 7 percent, and a grant element of over 30 years.

The contraction of Kenya's public and publicly guaranteed external
loans has to be approved by the Ministry of Finance and Planning within
the medium—-term context of the Development Plan and the annual Central
Govermment budgets and public sector’s forward budgets. In addition,
drawings on contracted loans and the scheduled servicing of the debt is
closely monitored by the same ministry through the External Debt Report-
ing System (KEDRES), which registers transactions on all existing loans
on a monthly basis. Kenya's debt service ratio is expected to peak in
1985 at 29 percent of exports of goods and services and private trans-
fers compared to an estimated 28 percent in 1984. Assuming the financ-
ing of a current account deficit which would fall below 4 percent of GDP
by 1988 and the utilization of a greater proportion of commercial type
borrowing than in the past, the debt service ratio is projected to fall
to 20 percent in 1988 (Table 10). Thus, Kenya is managing to handle its
debt service commitments adequately. To ensure that Kenya's debt service
is kept within manageable levels, the Govermment has undertaken to limit
the contracting or guaranteeing of new debt on nonconcessional terms with-
in the maturity range of 1-12 years to SDR 150 million, with a subceiling
of SDR 100 million in the maturity range of 1-5 years. Moreover, only
trade-related short term borrowing will be undertaken. The ceilings on
medium— and long-term debt shall be adjusted downward by any use of
short—-term credits to finance grain imports.

The adjustments of the exchange rate effected since 1980 have
been important in maintaining Kenya's competitive position. Although the
Kenya shilling is fixed to the SDR, the flexible policy implemented dur-
ing the previous stand-by arrangement has brought about frequent adjust-
ments as required by movements in relative prices. At the present time
the real effective exchange rate of the Kenya shilling is estimated to
be about 2.5 percent over the rate reached at the start of the previous
program as measured by the index utilized in monitoring the previous
program. Although during the recent period in which the U.S. dollar
strengthened, there has been a higher appreciation with respect to in-
dexes which give the U.S. dollar a lower weight. The significance of
this development will be a topic of discussion during the review of the
arrangement, in light of the exchange rate patterns in existence then.
As shown in Table 11, on the basis of the index used in the previous
program, the present level is the same level that was attained following
a 12.4 percent depreciation in 1975 when an extended arrangement with




Table 10. KXenya: Debt Service Projection, Summary Table, 1983-90

(Values in millions of SDRs; ratios in percent)

1983 1984 1985 1986 1987 1388 1989% 1850
Debt service

Non-IMF principal 1/ 186 207 224 194 190 189 205 205
Non-IMF interest 1/ 130 131 133 138 153 163 179 190
Total non-IMF debt service 316 338 357 332 343 352 384 395
As percent of exports 22 22 22 19 17 16 16 15
IMF repurchases 43 58 70 90 84 66 107 85
IMF charges 26 46 44 41 33 25 16 9
Total IMF debt service 69 104 114 131 117 91 123 94

As percent of current )
receipts 2/ ' 5 6 7 7 6 4 5 3
Total debt service 385 442 471 463 460 443 507 489

As percent of current
receipts 2/ 27 28 29 26 23 20 21 18
Memorandum items:

Current receipts 2/ 1,410 1,577 1,638 1,806 1,997 2,196 2,432 2,694
External debt outstanding 2,711 2,853 3,051 3,216 3,396 3,604 3,799 3,981
Disbursed 3/ 2,711 2,853 2,629 2,435 2,245 2,061 1,873 1,708
Projected - - 422 781 1,151 1,543 1,976 2,273
External debt/GDP 51 52 49 46 44 42 39 37

Source: Data provided by the Kenyan authorities; and staff estimates.

1/ For fixed-interest loans, interest rates are assumed to decline from 5.4 percent in 1984 to
5.§-percent in 1990. The interest rates applied to flexible-rate loans are consistent with projections
for the World Economic Outlook exercise which shows interest rates declining through the decade so
that by 1990 LIBOR.is 8.5 percent. A spread of 1.0 percent above LIBOR is assumed. New disbursements
of fixed-interest rate debt are projected at SDR 1.05 billion for the five-year period, and are

agaimad +n carrv 2D vearc maturitv and six vears gorace which represents the average for these loans
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during 1973-83. New disbursements of the flexible-interest loans are projected at SDR 300 million,
and assumed to carry six years maturity and three years grace.

2/ Excluding official transfers.

3/ As of December 31.
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ment with the Fund was approved and the level targeted in previous pro-
grams. This level is considered to be appropriate by its historical

context anu the IaCE that in recent years it has al.LOWE(l not only for
-the gradual liberalization of the import system, but also for overall
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balance of payments sunp;uscs in 1983 and 1984. Apaft from the small
difference between the targeted real effective exchange rate and the

mmteenl wmata *hd o edma Vs ey Ve mernlbmcman wa PR I gl Aaamad & W
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appropriate by the staff in the present circumstances. ~The Government's

ﬂ)

domtambdnm ba madawstadn +ha Flavdhd V1o ~F +hn awvwahawmoen wwaba da wasawdad
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as a key commitment under the present program. The adequacy of this
naldasav will ‘\a a osmthdart Anf Adgrmiacatan Airdne +ha waviaoaw Af +tha arranecs
PU-I--L\’ WA LA <A DUUJC\—\- L ML OW-UDOAWVILL “ULLIIB - bl ACVYiww AL - lit ﬂl.l.allsc
ment. The Govermment plans to continue with its import liberalization
nolicv and to relv on anpronriate ingtr: umantg of economic nolicvy rg keen
policy and to rely on appropriate instruments of economic policy to keep
imports to a financeable level. This will also be helped by the sus~
tained improvement in termeg of trade sgsince 1982. The Government ig keep-
ing the exchange rate and other policies under continuous review to
ascertain that rhpqp objectives are met. Under the current program, the

the
Govermment will be shifting about 30 percent of items in Schedule 1B to
Schedule 1A and to continue with the transfer of items from Schedule 2
to 1B. Progress in this area will be discussed with the authorities
early during the program period and will be subject to the mid-term

review.

Over the last 18 months, Kenya has made considerable progress in
putting together a consistent set of domestic and external policies
which have facilitated the liberalization of imports. Most remaining -
import restrictions have been imposed to protect local industry and not
for balance of payments reasons. In many respects, the implementation
of the import system has been more liberal than specified in the regula-
tions, as exemplified by the value of licenses approved and the avail-
ability of goods even in the more restrictive categories. The author-
ities, however, have been concerned with the possibility of excessive
stockpiling and have reviewed licenses even those in the automatic
schedule for this possibility (see Appendix 1).

The improved foreign exchange situation beginning 1983 permitted
the authorities to adopt more liberal licensing procedures. In 1983
the value of import licenses increased by 56 percent. However, actual
imports did not rise by as much, given that there is a lag of between
two to four months between the time a license is approved and the goods
actuwally arrive in the country. Thus, imports in 1983 were depressed
largely as a result of the low level of import licenses issued in the
last four months of 1982. Import arrivals have also been affected by
a buildup in the amount of licenses approved, but not yet utilized. 1In
1984 there was a small further increase in the level of import licenses,
yet nongovernment, non-oil imports are projected to rise by about 13 per-
cent in SDR terms during the year, as the gap between licenses 1issued
and used narrows.

Relations with the World Bank Group are covered in Attachment V.
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Table 11. Kenya: Real and Nominal Effective Exchange Rates

(Period average; December 1982 = 100)

Real Nominal Kenya Relative
effective effective shilling/ prices
exchange exchange SDR rate 3/
rate 1/ rate 1/ 2/ -
December :
1975 100.4833 138.2906 9.6577 138.18
1576 103.0580 141.0207 5.6652 138.91
1977 112.5540 137.0241 9.6744 123.27
1978 120.0453 137.7053 9.6731 115.94
1979 115.6428 137.7542 9.6643 119.05
1980 113.2889 133.5015 9.6572 117.58
1981 101.1670 109.0451 ©11.9423 107.79
1982
March 103.9815 109.2073 11.9437 105.04
June 104.8435 109.1761 11.9456 104.17
September 107.2793 109.0955 11.9422 101.68
December 100.0000 100.0000 13.2031 100.00
1983
March 97.4316 95.2984 14.0541 97.81
June 96.6310 94.0981 14.0887 97.38
September 96.9502 92.6168 14.4187 95.52
December 98.5550 93.6583 14,4158 95.00
1984
March 103.8212 96.5166 13.9700 92.95
June 98.3532 90.7874 15.0069 92.27
July 99.9511 92.0110 14.9184 : 92.04
August 99.9958 92.0676 14.9410 92.05
September 103.5540 93.5288 14.8733 90.30
October 101.7122 91.8757 15.1321 90.29

Source: Data provided by the Kenyan authorities; and staff calculations.

1/ Weighted according to average of 1977-80 imports, with weights for
the U.S. dollar adjusted to take account of third country trade denominated
in U.S. dollars. Fall in index denotes depreciation of Kenya shilling.

2/ 1In Kenya shillings. .

3/ A fall in the index indicates a relative increase in Kenyan consumer
prIEe index. ' '



IV. Staff Appraisal and Proposed Decision

Kenya successfully implemented the program which expired in Septem-
ber 1984, The domestic and external adjustments sought under the pro-
gram were met and the performance criteria specified were observed with
substantial margins. The achievements accomplished were made possible
by the willingness of the authorities to take additional actions as re
quired to keep to the objectives of the program. The 1983/84 budget
needed to be revised in several occasions as a result of the uncertain=
ties involved in gauging the availability of resources. Difficulties
in fine tuning fiscal and monetary policies also led the authorities
to build margins under the performance criteria, developing a.more
cautious aggregate demand scenario than was actually required under
the program. '

The progress attained under the last program was already having an
impact in promoting a more rapid rate of growth concomitant with the
deceleration of inflation. The agricultural sector had begun to gain
strength and the incentives being provided through producer prices were
generating surplus grain production. The step by step progress made
with import liberalization had normalized supply conditions and was
permitting industry to utilize its capacity according to demand rather
than availability of inputs. The flexible exchange rate policy being
followed was helping to maintain Kenya's competitive position with bene-
ficial results on tea and nontraditional exports. -The reduced reliance
on controls was allowing economic activity to flow more smoothly. The
successful staging of Presidential and Parliamentary elections in Sept-
ember 1983 contributed to this outcome by improving confidence.

Having attained a substantial degree of stability, including a
balance of payments position which appeared sustainable in the medium
term, the authorities were in a better position to prepare a more ade-
quate program of action for Kenya's medium term. The implementation of
a new Five-Year Development Plan was expected to be the main instrument
for the attaimment of this objective. Unfortunately, Kenya's development
aspirations have been side-tracked by the emergence of a major drought in
1984, Apart from the significant adverse impact of the drought on the
population's welfare, the drought relief and reconstruction will have
major financial, administrative, and balance of payments consequences.
The magnitude of the task ahead requires the authorities to direct the
full thrust of their economic and financial policies to ameliorate the
impact of the drought. The substantial increase required in imported
grains exceeds Kenya's financing capacity. The Government has requested
international assistance in tackling this problem. Although many donor
countries have already responded, commitments to date fall considerably
short of the overall requirement. The balance of payments for 1985, even
after taking into account resources coming from the Fund and a rundown in
gross official reserves, includes an unfinanced gap of about SDR 93 mil-
lion. Given Kenya's already high debt service ratio, it would be bene-
ficial if most of the needed resources were obtained on concessional
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a strong underlying position in the economy. Importantly, the thrust

of economic and financial policies are geared to maintain the viability
of the balance of payments in the medium term and to facilitate an up—
turn in economic activity, when the drought emergency is overcome. Key
to the program is the promotion of an efficient allocation of resources
and the continued easing of balance of payments pressures while a higher
growth rate of income is attained. In this regard, the policy commit-
ments with regard to producer prices, wages, interest rates, import
liberalization, and the exchange rate form an important core of the
program.

The fiscal policy followed in the last few years has permitted a
substantial reduction in the overall budgetary deficit. The author-
ities' ability to maintain a tight expenditure policy and to adjust
the fiscal targets as required by the turn of events was an important
element in bringing this about. The program specified for 1985 will
bring about a further adjustment in the underlying budgetary deficit,
although permitting a temporary departure in relation to the expendi-
tures needed for meeting the present emergency. It is important to
stress that the budgetary targets in the program will be reduced as
additional assistance is provided to Kenya during the year. Additional
ad justment will, however, be required in the 1985/86 budget.

The authorities should redouble theilr efforts to gain a better
financial control of public enterprises. The improvements already re-
corded in. the form of reduced transfers need to be strengthened to
encompass a better allocation of resources in the public sector by the
incorporation of public enterprise into the forward budget. A better
control of the public enterprises' access to bank credit needs to be
established. Progress in this area could have a far reaching impact
in allowing for a strengthened development effort.

The monetary objectives included in the program adequately balances
the need for financing the drought relief with that of aiding the revival
of the private sector economy, through the allocation of adequate credit
resources. The maintenance of interest rates which are positive in real
terms should provide the encouragement for a more efficient allocation
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reduction of the current account deficit to under 3.5 percent of GDP,
and the dmport liberalization attained, clearly point to the the pro—
gress achieved in the external area. The present program permits a
deterioration in the current account deficit to take account of the
emergency arising from the drought. The underlying strength of the
balance of payments, however, will permit a return to a position which
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is self-sustaining in the medium term. 1In this regard, it is important
for Kenya to begin firming up the resources which will be necegsary for
the implementation of the deve10pment plan once the emergency is over-
come. The support granted by donors in the past has played an important

role in the achievements recorded by Kenya. In the period ahead such
assistance will be vital.

The balance of payments could be further strengthened by a more
rigorous implementation of an export development program. Up to now ex-
port promotion has been largely limited to the maintenance of a competi-
tive exchange rate. Although the continuation of this policy should
remain the cornerstone of an export—oriented program, it will be impor-
tant to offer to Kenya's producers, most of which have no experience
in the international market place, increased support and encouragement.
The Government has made progress in freeing the external sector in re-
cent years through a more adequate exchange rate policy, a liberaliza-
tion of the import system, and by facilitating outward remittances of
investment income. The progress recorded in these areas needs to be
strengthened by the continuation of the efforts in import liberalization.
In the pursuance of this objective the Govermment needs to keep the ex-
change rate and other external policiles under continuous review to
ensure that they remain adequate to the changing circumstances and to
the maintenance of the competitive position of the export sector. In
this regard a further integration of a rational tariff structure,
import liberalization, and exchange rate policy needs to be pursued.

Kenya's debt service ratio is expected to peak in 1985 and even
under liberal assumptions as to additional capital borrowing in the next
few years, it will show a marked deciine through the rest of the decade.
This adjustment will offer Kenya's policy makers a welcome relief. This
improvement should be preserved and the authorities shouid continue to
review carefully all external indebtedness with an effort to minimize
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gap at this point hinders the proper implementation of the program. The
authorities should move quickly to £ill the gap.. It is hoped that donor
countries will fully appreciate the progress recorded by Kenya under the
previous gtand-by arrangement and will be in a position to respond ade-

quately to Kenya's request for additional assistance. The release of
thig aggigtance in a timelv faghion will algo allow the emergency re—
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lief to be handled promptly and adequately and the 1mp1ementation of
the program to be carried out on schedule. The staff expects to remain
in close contact with the Kenyan authorities regarding the arrangements
being made to £ill the unfinanced balance of payments gap and the im=-
plementation of the program. The Kenyan authorities have already con-

tacted their principal donors to seek additional assistance to meet the
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exceptional financing requirements arising from the'drought. Discus-
sions have also been held with commercial banks in these circumstances

agreement on a program with the Fund would go a long way in removing
uncertainty with respect to Renya's pressing financing needs and the
short-term nature of the disturbance by giving confidence that the
policies in place are consistent with Kenya's medium-term ad justment
efforts.

Accordingly, the following draft decision is proposed for adoption
by the Executive Board:

1. The Govermment of Kenya has requested a stand-by arrangement
for a period of one year for an amount equivalent to SDR 85.2 million.

2. The Fund approves the stand-by arrangement set forth in

EBS/84/261.

3. The Fund waives the limitation in Article V, Section 3(b)(iii).
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Table I. Kenya: Gross Domestic Product, Deflator,
Population, and Real Per Capita Income, 1974-83

GDP at market prices GDP : Real per
1976 Current deflator Population caplita GDP
prices prices (Index 1976 (In thousands) (In Kenya
= 100) shillings)

(In millions of Kenya shillings)

1974 27,695 21,167 76.54 12,912 2,145
1975 27,919 23,881 85.5 13,399 2,084
1976 28,993 28,993 100.0 13,847 2,094
1977 31,724 37,084 116.9 14,337 2,213
1978 34,024 40,996 120.5 14,856 2,290 .
1979 35,358 45,437 128.5 15,320 2,308
1980 37,053 52,649 142.1 15,909 2,329
1981 38,573 60,772 157.5 16,514 2,336
1982 39,272 67,989 173.1 17,142 2,291
1983 40,805 76,174 186.7 17,792 2,293

(Annual change in percent)

1974 4.5 21.3 16.1 3.4 1.0
1975 0.1 12.8 11.8 3.8 -2.8
1976 3.9 21.4 17.0 3.3 0.5
1977 9.4 27.9 16.9 3.5 5.7
1978 7.3 10.5 3.1 3.6 3.5
1979 3.9 10.8 6.6 3.7 0.8
1980 4.8 15.9 10.6 3.8 0.9
1981 4.1 15.4 10.8 3.8 0.3
1982 1.8 11.9 9.9 3.8 -1.9
1983 3.7 12.0 7.9 3.8 0.1
Avg. 1977/78 8.4 19.2 10.1 3.6 4.6

1979/81 4.3 14.0 9.3 3.8 0.7

1982/83 2.9 12.0 8.9 3.8 -0.9

Sources: Statistical Abstract, various issues; Kenya Statistical Digest, various
issues; Economic Survey, various issues; data provided by the Kenyan authorities;
and staff estimates.




Table II.

Kenya:

Consumer Price Indices, 1977-84

Lower—income

Middle-income

Upper—income

Composite index 1/

- [€ -

Total Food Nonfood Total Food Nonfood Total Food Nonfood Total Food Nonfood
(Base: January=-June 1975=100; end of period)
Welghts 41.0 59.0 35.6 64.4 25.0 75.0 39.5 60.5
December
1977 142.8 130.7 151.2 130.4 127.1 132.2 134.0 139.8 132.1 140.2 130.3 146.7
1978 162.3 147.8 172.4 141.0 141.1 140.9 145.1 149.9 143.5 157.7 146.6 164.9
1979 177.1 159.5 189.3 155.7 154.8 156.2 163.7 162.0 164.3 172.6 158.7 181.7
1980 200.3 185.3 210.7 173.3 178.0 170.7 185.4 185.1 185.5 194.7 183.9 201.8
1981 239.0 219.7 252.4 216.3 211.0 219.2 220.5 214.1 222.6 234.1 217.9 244.7
1982 270.8 241.6 291.1 255.9 228.6 271.4 259.0 231.6 268.5 267.6 238.8 287.5
1983 297.9 262.3 321.9 281.7 252.6 297.8 285.7 263.9 292.7 294.5 260.5 316.7
Segtember
1983 293.9 261.7 316.3 280.0 251.7 295.6 282.8 262.4 289.6 290.9 259.8 311.2
1984 323.6 294.3 344.0 302.6 286.7 311.4 304.8 291.1 309.4 319.0 292.8 336.1
(Annual percentage growth)
December
1977 21.0 17.2 23.4 13.5 14.7 12.8 13.8 17.4 12.7 19.4 16.8 21.0
1978 13.7 13.1 14.0 8.1 11.0 6.6 8.3 7.2 8.6 12.5 12.5 12.4
1979 9.1 7.9 9.8 10.4 9.7 10.9 12.8 8.1 14.5 9.4 8.3 10.2
1980 13.1 16.2 11.3 11.3 15.0 9.3 13.3 14.3 12.9 12.8 15.9 11.1
1981 19.3 18.6 19.8 24.8 13.5 28.4 18.9 15.7 20.0 20.2 18.5 21.3
1982 13.3 10.0 15.6 18.3 8.3 23.8 17.5 8.2 20.6 14.4 9.6 17.5
1983 10.0 8.6 10.6 10.1 10.5 9.7 10.3 13.9 9.0 10.1 9.1 10.2
September i
1984 10.1 12.5 8.8 8.1 13.9 5.3 7.8 10.9 6.8 9.7 12.7 8.0
Source: Data provided by the Kenyan authorities.

1/ The composite index has the following welights lower income 78 per cent, middle-income 19 per cent, and upper-
income 3 per cent.
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Recent Developments in Import Administration

Beginning in 1983 a liberal interpretation of licensing procedures
‘was followed in some categories. Items in Schedule 1A were licensed
automatically, except where there was evidence of overstocking by impor-
ters. This required a review of some licenses and led to a reduction
in the automaticity of this category. Items in Schedule 1B were licensed
liberally with the aim of meeting the expected domestic demand for these
items. Items classified in Schedule 2A Special are allowed in automatic~
ally, following the approval of certain supervising agencies. This
category includes mainly petroleum, petroleum products, and fertilizers.
According to the 1983 classification, in 1982 Schedule 1A and 1B in-
cluded 24.4 percent and 18.7 percent respectively of total imports
and 39.0 percent and 29.8 percent, respectively of non-oil imports.
Schedule 2A Special accounted for an additional 48.2 percent of total
imports. Only the remaining 8.7 percent of imports, including many
items which compete with domestic production and are being protected
largely on infant industry grounds and some luxury items are being
licensed restrictively.

In June 1984 there was a further liberalization of the import
system: 306 items, over one quarter of the items in Schedules 2A0 and
2B were shifted into Schedule 1, mainly Schedule 1B, This shift in—~
creased the number of items in Schedule 1 from 54 percent of the total
to 65 percent while reducing Schedules 2A0 and 2B to 32 percent from
43 percent. Also Schedules 2A0 and 2B were merged into one.

The impact of recent changes can best be seen by a breakdown of
imports under the different systems utilized since 1981. Measured on
the basis of 1982 imports, Schedule 1 rose to account for 47.7 percent
of imports on the basis of the 1984 system, compared to 43.4 percent
under the 1983 system, with Schedule 1A and 1B increasing to 27.5 per-
cent and 20.2 percent, respectively, compared to 24.4 percent and
18.7 percent previously. Compared to the system first introduced in
1981 Schedule 1 has increased by over 10 percentage points. With
respect to non-oil imports, the new Schedule 1 is now equivalent to
77.2 percent of the total, with Schedules 1A and 1B totalling 44.6
percent and 32.7 percent, respectively (Appendix Table 1), compared
to 39.0 percent and 29.8 percent, previocusly.
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Table 1. Kenya: 1982 Imports.by Import Schedule

(As percentage of total imports)

Year of iﬁplementation

Schedules 1981 1982 1983 1984
1 37.6 43.1 43.4 47.7
1A .o .o 24.4 27.5
18 ces cee - 18.7 - " 20,2
2 57.2 51.6 51.6 - 48.2
2AS cue coe 48,2 45,9
ZAO e e 0 e 00 3-3 1-9
3 and 2B 5.3 5.3 5.3 4,5
Source: Data provided by Kenyan authorities; and staff estimates.
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KENYA ~ Basic Data

Area, population, and GDP per capita

Area 580,000 square kilometers-
Population: Total (1984) 19.5 million
Growth rate 3.8 per cent
GDP per capita (1984) SDR 289
1980 1981 1982 1983 1984

GDP (at 1976 market prices)

Total (in billions of Kenya

shillings) 37.1 38.6 39.3 40.7 40.7

Agriculture (per cent of total) 29 30 31 31 29

Manufacturing (per cent of total) 12 11 12 12 12

Government (per cent of total) 13 13 13 13 13
Annual real rate of growth (per cent) 4.8 4.1 1.8 3.9 ——
Investment as per cent of GDP (at

current market prices) 30 28 23 21 21

Prices (per cent change)

GDP deflator 11 11 10 8 s @
Cost of living index (annual average) 13 13 21 18 10
Cost of living index (end of period) 13 20 21 9 10

1980/81 1981/82 1982/83 1983/84 1984/85
Prelim. Revised

actual budget
Central government finance 1/ (In billions of Kenya shillings)
Total revenue 14.3 15.7 16.8 18.6 20.7
Foreign grants 0.5 0.9 1.1 1.0 2.2
Total expenditure 19.7 21.4 20.6 23.2 27 .4
Recurrent 14.0 15.0 16.2 17.0 20.5
Development 5.7 6.4 4.5 6.2 6.9
Adjustment -0.4 0.5 0.5 - -
Overall deficit (=) -5.4 ~4.3 -2.2 -3.6 -4,5
Foreign financing (net) 2.8 1.1 1.2 0.8 1.4
Domestic borrowing (net) 2.6 3.2 1.0 2.9 3.1
0f which: from banking
system 1.6 1.7 -0.1 0.7 2.1

1/ Fiscal year July 1-June 30.




Money and credit

Domestic credit
Government
Private sector
Money and quasi-money
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KENYA - Basic Data (concluded)
1980 1981 1982 1983 1984
(Per cent change)
14 . 28 26 0 12
10 79 62 -19 22
22 14 5 7 7
3 13 14 7 13
1980 1981 1982 1983 1984

Balance of payments

Exports, f.o.b.
Imports, c.i.f.

Trade balance
Services and private

transfers (net)
Official transfers (net)
Current account balance
Capital account (net)

Official

Private

Of which: long-term

Allocation of SDRs
Overall surplus or deficit (-)

Current account deficit as
percent of GDP
Including grants
Excluding grants

Gross official foreign reserves
(end of period)

In weeks of Imports

External public debt

Disbursed and outstanding (end
of period)

Debt service as per cent of
exports of goods and non-
factor services
Excluding the Fund
Including the Fund

Prel. Est.

(In millions of SDRs)

969
-2,059
-1,090

317
92
-681
531
317
214
84

7
=143

-12.5
-14.2

392

10

1,964

12
13

915 837 863 1,000
-1,850 -1,550 1,303 1,533
~935 -713 =440 -533
263 224 164 198

66 68 113 140
-606 -421 -163 -195
401 271 252 245
175 145 75 142
226 126 183 103
137 82 90 59

7 - - ~

-198 -150 89 50
-12.2 -7.4 -3.1 -3.4
—13.9 -809 -5.2 —Slg
215 209 385 364

6 7 15 12
2,221 2,510 2,711 2,920
17 21 23 22

18 24 28 28
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Kenya--Stand-By Arrangement

Attached hereto is a letter dated November 21, 1984 from the Mini-
ster of Finance and Planning and the Governor of the Central Bank,
requesting a stand-by arrangement and setting forth

(a) the objectives and policies which the authories of Kenya in-
tend to pursue for the period of this arrangement;

" (b) the policles and measures that the authorities of Kenya in-
tend to pursue through June 30, 1985; and

(c) vunderstandings of the authorities of Kenya with the Fund re-
garding a review that will be made of progress in realizing the objec-
tives of the program and of the policies and measures that the author-
ities of Kenya will pursue for the remaining period of the arrangement.

To support these objectives and policies, the International Mone-
tary Fund grants this stand-by arrangement in accordance with the
following provisions:

1. For a period of twelve months from , 1984 Kenya will

have the right to make purchases from the Fund in an amount equivalent
to SDR 85.2 million, subject to paragraphs 2, 3, 4, and 5 below, without
further review by the Fund.

2. (a) Purchases under this arrangement shall not, without the con—
sent of the Fund, exceed the equivalent of SDR 8.5 million through
February 15, 1985, SDR 29.8 million through May 15, 1985, SDR 51.1 mil-
lion through September 2, 1985, and SDR 68.1 million through December 2,
1985,

(b) None of these limits shall apply to a purchase under the
standby arrangement that would not increase the Fund's holdings of
Kenya's currency in the credit tranches beyond 25 percent of quota or
increase the Fund's holdings of that currency resulting from purchases
of borrowed resources beyond 12.5 percent of quota.

3. Purchases under this arrangement shall be made from ordinary re-
sources and from borrowed resources in the ratio of 1 to 1, provided
that any modification by the Fund of the proportions of ordinary and
borrowed resources shall apply to amounts that may be purchased after
the date of modification.

4. Kenya shall not make purchases under this arrangement that would
increase the Fund's holdings of its currency in the credit tranches be-
yond 25 percent of quota, or increase the Fund holdings of that currency
resulting from purchases of borrowed resources beyond 12.5 percent of
quota:
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(a) during any period through June 30, 1985 in which the data at
the end of the preceding period indicate that (i) the limit on net domes-
tic credit of the banking system or (ii) the limit on net credit from the
banking system to the Govermment, described in paragraphs 8 and 9 of the
letter of November 21, 1984 is not observed; or

(b) after June 30, 1985, until the review contemplated in paragraph
19 of the letter of November 21, 1984, has been completed; or

(c) after June 30, 1985, until suitable performance criteria have
been established in consultation with the Fund as contemplated by para-
graphs 8 and 9 of the letter of November 21, 1984, or after such perfor—

mance criteria have been established, while they are not being observed;
or

(d) during the entire period of this stand-by arrangement, while
Kenya has any overdue financial obligation to the Fund, or if Kenya

(1) fails to observe the limit on the contracting of public
or publicly guaranteed external debt on commercial terms,
described in paragraph 17 of the attached letter, or

(11) 1imposes or intensifies restrictions on payments and
transfers for current international transactions, or

(i11) 1introduces or.modifies multiple currency'practices, or

(iv) concludes bilateral payments agreements which are
inconsistent with Article VIII, or '

(1v) 1mposes or intensifies import restrictions for balance of
payments reasons.

When Kenya 1is prevented from purchasing under the arrangement be-
cause of this paragraph 4, purchases will be resumed only after consulta-
tion has taken place between the Fund and Kenya and understandings have
been reached regarding the circumstances in which such purchases can be
resumed. ' :

5. Kenya's right to engage in the transactions covered by this arrange-
ment can be suspended only with respect to requests received by the Fund
after (a) a formal ineligibility, or (b) a decision of the Executive
Board to suspend transactions, either generally or in order to consider

a proposal, made by an Executive Director or the Managing Director,
formally to suppress or to limit the eligibility of Kenya. When notice
of a decision of formal ineligibility or of a decision to consider a pro-

‘posal is given pursuant to this paragraph 5, purchases under this arrange-

ment will be resumed only after consultation has taken place between the
Fund and Kenya and understandings have been reached regarding the circum—
stances in which such purchases can be resumed.
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6. Purchases under this arrangement shall be made in the currencies of
other members selected in accordance with the policies and procedures of
the Fund, and may be made in SDRs if, on the request of Kenya, the Fund
agrees to provide them at the time of the purchase.

. The value date of a purchase under this stand—by arrangement
nvolvin g borrowed resources will be determined in accordance with Rule
-4(b) of the Fund's Rules and Regulations. Kenya will consult the Fund
on the timing of purchases involving borrowed resources in accordance
with Rule G-4(d).

OF—‘-\I

8. Kenya shall pay a charge for this stand-by arrangement in accordance
with the decisions of the Fund.
9. (a) Kenya shall repurchase the outstanding amount of its currency

that results from a purchase under this stand-by arrangement in accord-
ance with the provisions of the Articles of Agreement and decisions of
the Fund, including those relating to repurchase as Kenya's balance of
payments and reserve position improves.

(b) Any reductions in Kenya's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance
with the principles applied by the Fund for this purpose at the time of
the reduction.

(¢) The value date of a repurchase in respect of a purchase
financed with borrowed resources under this stand-by arrangement will be
normally either the 6th day or the 22nd day of the month, or the next
business day if the selected day is not a business day, provided that
repurchase will be completed not later than seven years from the date of
purchase.

10. During the period of the arrangement Kenya shall remain in close
consultation with the Fund. These consultations may include correspon-
dence and visits of officials of the Fund to Kenya or of representatives
of Kenya to the Fund. Kenya shall provide the Fund, through reports at
intervals or dates requested by the Fund, with such information as the
Fund requests in connection with the progress of Kenya in achieving the,
objectives and policies set forth in the attached letter.

11. 1In accordance with paragraph 20 of the attached letter Kenya will |
consult with the Fund on the adoption of any measures that may be appro—
priate at the Initiative of the Government or whenever the Managing
Director requests consultation because any of the criteria in paragraph
4 above have not been observed or because he considers that consultation
on the program is desirable. 1In addition, after the period of the ar-_;
rangement and while Kenya has outstanding purchases in the upper credi;;
tranches, the Govermment will consult with the Fund from time to time,
at the initiative of the Government or at the request of the Managing
Director, concerning Kenya's balance of payments policies.
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Nairobi, November 21, 1984

Mr. Jacques de Larosidre
Managing Director
International Monetary Fund
Washington, D.C. 20431
U.S.A.

Dear Mr. de Larosilre:

1. In 1984 Kenya 1s facing a major national disaster. Drought condi-
tions have affected large portions of the main food growing areas,
resulting in a large shortfall in grain production estimated at about

35 percent. Other agricultural output, including export products, has
also been adversely affected. The national herd has been decimated and
will require many years to recover. Consequently, during the 18 months
ending December 31, 1985, the Govermment will need to import 1.4 million
metric tons of grain. This large import requirement will tax not only
Kenya's financing capacity, but also its transportation facilities if the
delivery of grain to the needy is to be done on a timely basis.

2. The national emergency has required the marshalling of the Govern-
ment's financial and administrative resources and a call for assistance
from Kenya's friends. In meeting the drought relief, the Govermment is
committed to minimize financial imbalances which may emerge, such that

* the underlying nondrought-related portion of the budgetary and balance
of payments deficits are kept in line with the Government's goal of a
sustainable balance of payments position. At the same time, despite the
drought, progress will continue to be made in reducing structural imbal-
ances. In order to help finance the balance of payments deficit which
will emerge from the drought in 1985, the Government of Kenya would like
to request a stand-by arrangement from the Fund for SDR 85.2 million. 1In
addition, a purchase under the Compensatory Financing Facility will be
requested as soon as the relevant information becomes available.

3. The Government 1s better placed to respond to the present crisis as
a result of the success attained in the last few years in stabilizing the
economy and reducing structural barriers to development. Since 1980/81
the overall budget deficit to GDP ratio has been more than halved, with a
large reduction in the Government's recourse to bank credit. The external
current account deficit has also been reduced from about 10 percent of
GDP in 1980 to about 3 percent in 1983. The balance of payments recorded
a surplus in 1983, raising gross foreign assets to a more adequate level.
The external adjustment was carried out under very difficult conditions
due to the deep recession in the international economy which resulted in
a decline in Kenya's terms of trade.
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4, In the course of the last few years, the incentives provided to

the farmers in terms of increased producer prices have been important in
raising output. Most recently producer and consumer prices for maize
were raised by 9 percent and 15 percent respectively, following increases
of 65 percent and 60 percent over the preceding three years. Wheat
prices have also been ad justed by large margins. As a result of these
policies there was a sizeable surplus in grain production in 1983, which
facilitated the accumulation of a strategic grain reserve. This has
become extremely important in enabling the Government to meet the present
food shortfall. The Govermment will continue to review grain prices
with the view to maintain adequate incentives.

5. Developments in the Kenyan economy had been influenced by the adjust—
ment policies undertaken, by the negative international environment, and
by structural constraints. However, the Govermment's success in bringing
the fiscal and external accounts under control, coupled with the upturn

in the world economy, was beginning to allow the removal of structural
constraints to growth in the economy. For this purpose in late 1983, the
Fifth National Development Plan was launched covering the five fiscal
years beginning with 1984/85. The Plan was endorsed by the World Bank and
was presented to donors in early 1984. A consistent investment program,
also reviewed by the World Bank, was incorporated in the 1984/85 budget.
The major financing requirements which have arisen from the drought will
unfortunately result in a delay in the effective implementation of the
Plan. Not only has it become necessary to delay projects, but also re-
sources in the economy are being usurped by drought-related requirements.
Despite the unfortunate delay in public investment, the Govermment in-
tends to move forward with structural reform in the fields of production,
external trade, finance, and public finance management.

6. Under normal climatic conditions the growth of income would have
strengthened in 1984-85, with reduced financial pressure from the public
sector and a further strengthening of the balance of payments. Because
of the drought, real income is now projected to stagnate in 1984, largely
due to the reduction in grain output, a fall in the livestock herd, and
reduced tea production. The industrial sector is also being affected by
the inadequate supply of agricultural inputs. With the return of normal
weather conditions 1in 1985, real income growth could rebound to about

4 percent. This target will be facilitated not only by a return to a
more normal harvest, but also by the maintenance of price incentives, a
cautious wage policy, and an adequate supply of imports to the economy.

7. The Govermment intends to minimize the domestic financial repercus-
sions of the drought by containing other expenditures in order to gene-
rate savings for drought relief. The overall budgetary deficit is to be
kept to about 5 percent of GDP in 1984/85, compared with 4.6 percent in
1983/84. The generous response of some donors has permitted a reduction
of the domestic financing required for the drought. Presently, the net
impact of the drought on the budget is estimated at 1.0 percent of GDP.
The underlying budgetary deficit is estimated at 4.1 per cent of GDP,
compared with about the same percentage as in 1983/84, if the budget
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deficit for that year is adjusted for the unusually large expenditure
carryover equal to about 0.5 percent of GDP. The Govermment will take
additional measures if needed to keep the overall deficit to the agreed
targets. This deficit is considered to be consistent with movement
toward a sustainable level over the medium term.

8. In order to finance the higher deficit resulting from the drought,
the Government will temporarily increase its access to net bank borrowing
above a level which it considers prudent over the long-run. It intends
to fully revert to a more reasonable level of net bank financing as soon
as the crisis of the present drought 1s over. The adjustment necessary
in government finances to meet the target for the overall deficit has
been approved by the Cabinet, including cuts 1in outlays and a reorienta-
tion toward drought relief. The financial burden on the budget has been
reduced by the recent increase in the consumer prices for grains. A re-
view of government employment is presently being undertaken and the Gov-
ermment intends to severely limit additional hirings. Included within
government expenditures and thus in the overall deficit are the addi-
tional resources required by the National Cereals and Produce Board
(NCPB) to carry out its activities during the drought emergency. The
Government will carefully oversee the finances of NCPB to ascertain that
it stays within its budgetary allocations. In order to meet the target
on the overall deficit, the Govermment will limit its net borrowing from
the banking system—net of the deposits with the Treasury of the Cereals
and Sugar Finance Corporation (CSFC)-—-to K Sh 9,245 million on December
31, 1984, K Sh 8,754 million on March 31, 1985, and X Sh 8,638 million
on June 30, 1985. These limits shall be ad justed downward after January
1, 1985 by any net external loans and grants channeled through the budget
above the level assumed in the present program, excluding grants ear-
marked for specific projects. The deduction proposed on additional
foreign borrowing is designed to limit the underlying budgetary deficit
to the agreed target. The Government will reach understandings with the
Fund prior to June 30, 1985 on the budgetary policies to be put into -
place in FY 1985/86 and on the applicable credit ceilings on net govern-
~ment credit for the remainder of the program.

9. For 1985 an overall balance of payments financing need of

SDR 272 million is foreseen. To meet this financing need, the Govern-
ment plans to utilize some of its reserves, have recourse to Fund credit,
and meet the remaining gap by securing additional loans and grants.
Consistent with this plan, the monetary program has been designed so
that money and quasi-money will increase by 8.1 percent in FY 1984/85.
"Accordingly, net domestic credit of the banking system, which was

K Sh 25,030 million on June 30, 1984, will not be allowed to exceed

K Sh 28,365 million on December 31, 1984, K Sh 27,913 million on March
31, 1985, and K Sh 29,527 million on June 30, 1985. These limits shall
be adjusted downwards after January 1, 1985 by any net external borrow-
ing other than from the IMF undertaken by the Govermment to meet the
presently projected financing gap and utilized through the budget.
Interest rates were Iincreased by about 6 percentage points since June
1980 and have been positive in real terms since December 1982.
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The Government intends to keep interest rates under continuous review to
ensure that they remain positive in real terms. The Govermment of Kenya
will reach understandings with the Fund prior to June 30, 1985 on the
monetary policy to be followed in FY 1985/86 and the credit ceilings for
the remainder of the program.

10. During 1984 Kenya has benefited from an improvement in tea prices,
as well as in other export earnings and services. However, the need for
grain imports has generated pressures on the balance of payments, which
are fortunately being eased by donations from abroad. Thus, despite the
expectation that nongovermment, nongrain imports will rise by about

20 percent in 1984, compared with 3 percent in the previous year, the
balance of payments is projected to record a surplus of SDR 50 million,
following a surplus of SDR 89 million in the previous year. This will
allow an increase in gross reserves to the equivalent of three months of
imports at the end of 1984. The strengthened balance of payments posi-
tion attained in 1983-84, including the reduction of the current account
deficit and the overall surpluses recorded, have enhanced Kenya's ability
to meet the large drought-related financing requirement expected in 1985.

11. The balance of payments financing need presently projected includes
a fipancing shortfall of about SDR 93 million. Some additional resources
are expected as foreign donors respond to the drought crisis.

12, The need for large-scale grain imports in 1985 will be mainly respon~ ' .
sible for the increase in the current account deficit of the balance of
payments to the equivalent of 5.6 percent of GDP from 3.4 percent in 1984.
In the absence of the drought, the current account deficit for 1985 is
projected at 3.8 percent of GDP. The Government intends to maintain the
underlying viability of the balance of payments, while at the same time
moving toward a more liberal import administration. In the past an
active exchange rate policy has been followed to provide needed incen—-
tives to exporters. Between 1980 and September 1984 the exchange rate

for the Kenya shilling was depreciated by 50 percent in U.S. dollar

terms. Additional action is contemplated in order to keep the real
effective rate at an appropriate level. The Government intends to keep
the exchange rate under continuous review in order to attain this goal.

13. The Government plans to develop a more comprehensive export promo-
tion program involving, among other things, export finance, a reduction
of regulations for exporters, and in—-bond production. These measures
are expected to supplement the benefits derived from the exchange rate
policy in promoting nontraditional exports. In this respect, local
production also needs to be encouraged to become more competitive. The
Government's efforts to liberalize the import system, which began in
1980, have suffered some delays resulting from unforeseen balance of pay-
ments difficulties. The Government is fully committed to the objective
of import liberalization and is making progress toward meeting this
objective. '
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14. A new import system was introduced in June 1983. Since then there
has been a progressive liberalization of the licensing system, assisted
by the improvement in the foreign exchange situation. The liberalization
of the restrictive system permitted rapid growth in the value of import
licenses and a significant increase in imports. As a result of decisioms
made in June 1984, 306 items (11 percent of the total and one quarter of
those in the restricted categories) were transferred out of the two
restrictive categories mainly into Schedule 1B. The two restrictive
categories were reduced and merged into one. It has been the aim of the
authorites to allow imports under Schedule 1A to flow in almost automati-
cally, while allowing those in 1B to meet expected domestic demand for
these items. These policies have been followed, except where there is
evidence of overstocking. Items in category 2A Special are allowed in
automatically following the approval of certain supervising agencies.

The most important items in this category are petroleum and fertilizers.
The remaining two categories, now merged into one, include items which
compete with domestic production, which are being protected largely on
infant industry grounds.

15. After the recent adjustment, category 1A contains 30 percent of im-
port items, with 1B and 2AS containing an additional 35 percent and 3 per-
cent, respectively. Thus, over two-thirds of all import items are being
licensed in a liberal manner. In terms of 1983 import values, 1A ac-
counted for 32 percent of the total, with 1B and 2AS reaching 19 percent
and 44 percent, respectively. The restrictive category accounts for

32 percent of import items and 5 percent of 1983 imports value. In terms
of items, the restrictive category is now equal to only three-—quarters of
the combined old categories of 2A0 and- 2B. The relaxation of the restric-
tive system is indicated also by the projected increase in imports, ex-
cluding fuel, food, and other government imports, in 1984 of 20 percent,
compared with less than 3 percent in 1983. Despite the balance of pay-
ments difficulties foreseen, the Government plans to preserve the pro-
gress attained in liberalizing the .import system relying on appropriate
instruments of economic policy to keep imports to a financeable level.

16. In the context of obtaining the needed financing for the 1985 bal-
ance of payments, the Govermment intends, with technical assistance from
the Fund, to shift 30 percent of the items in Schedule 1B to 1A by June
30, 1985 and to carry out a further transfer from Schedule 2A to 1B.
Steps are being taken to ensure that import authorization for items in
1A is automatic; while imports in Schedules 1B and 2AS will continue to
be made in a liberal manner. The Government 1s studying whether adjust-
ments in tariffs and a more active exchange rate policy may be needed to
carry out these objectives.

17. 1In 1984 Kenya's debt service ratio (including IMF) is estimated at
28 percent but it is expected to decline rapidly after 1985. The Gov-
ermment, including the Central Bank, intends to limit the contracting
of public and publicly guaranteed external borrowing on nonconcessional
terms in the maturity range 1-12 years to SDR 150 million of which

SDR 100 million will be in the 1-5 year range. At the present time,
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the Government does not have any short—term debt. However, the financing
of the grain imports may require the use of net trade credits of up to

1 year maturity to allow for an orderly management of external payments.
To the extent that such financing is utilized, the ceilings on medium—
and long-term debt will be reduced accordingly. No other short-term
financing by the Govermment or nontrade related borrowing by the public
sector will be undertaken.

18. Also, for the duration of the program period, the Govermment of
Kenya does not intend to introduce or modify any new multiple currency
practice, impose new or intensify existing restrictions on payments and
transfers for current international transactions, conclude bilateral
payments agreements which are inconsistent with the Fund's Article

VIII, or introduce new or intensify existing restrictions on imports for
balance of payments reasons.

19, In order to adequately monitor the progress in implementing the
program, the Government of Kenya intends to reach understandings with the
Fund prior to June 30, 1985 on the fiscal, monetary, import and exchange
and Interest rate policies in the light of the objectives stated in this
letter.

20. The Govermment of Kenya believes that the policies set forth in this
letter are adequate to meet the objectives of its program, but it will
take any further measures that may become appropriate for this purpose.
Kenya will consult with the Fund on the adoption of any measures that may
be appropriate, in accordance with the policies of the Fund.

Yours sincerely,

/s/ /s/
P. Ndegwa Professor George Saitoti
Governor of the Central Minister of Finance

Bank of Kenya and Planning
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ATTACHMENT IV

Kenya: Relations with the Fund

(As of October 31, 1984)

I. Membership status:

(a) Date of membership
(b) . Status

February 3, 1964
Article XIV

A. Financial Relations

ITI. General Department

(a) Quota
(b) Total Fund holdings of Kenya's
currency

(c) Fund holdings of Kenya's cur-
rency subject to repurchase

0f which: Credit tranche

SFF

E.A.R.

C.F.F.—-C.

II1. Current Stand-By or previous arrangements

SDR 142.0 million

SDR 524.12 million
(369.10 percent of quota)

SDR 393.01 million
(276.77 percent of quota)

SDR 80.04 million
(56.37 percent of quota)

SDR 86.39 million
(60.84 percent of quota)

SDR 166.21 million
(117.05 percent of quota)

SDR 60.38 million
(42.52 percent of quota)

and special facilities

(a) Current stand-by: none.

(b) Previous arrangements:

1 extended arrangement approved in July 1975, and

5 stand-by arrangements approved respectively in November 1978,
August 1979, October 1980, January 1982, and March 1983.
Amounts range from SDR 17.25 million to SDR 241.50 million.
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Kenya: Relations with the Fund (continued)

(c) Special facilities approved included oil facility, Trust Fund
loans, SFF subsidy account and compensatory financing facil-
ities for export shortfalls and cereal imports.

IV. SDR Department

(a) Net cumulative allocation — SDR 36.99 million
(b) Holdings: amount to 5.92 million or 16.00 percent of net cumu-
lative allocations.

V. Administered Accounts

(a) Trust Fund loans:

(1) Disbursed - SDR 46.91 million
(11) Outstanding - SDR 43.32 million

{(b) SFF Subsidy Account:
(1) Payments by Fund -~ US$5,966,829.29

Vi. Overdue Obligations to the Fund: none

B. Nonfinancial Relations

VII. Exchange system: Pegged to the SDR at K Sh 14.79 = 1 SDR (since
May 15, 1984), within margins of 2.25 percent of the rate.

Intervention currency and rate = U.S. dollar
K Sh 15.12 = USS$1.

VIII. Last Article IV Consultation and Stand-By Review.

Article IV, January-February 1984 (EBS/84/79) discussed by the
Executive Board on May 16, 1984 - (EBM/84/78). The following
Decisions were adopted: :

1984 Consultation

‘1. The Fund takes this decision relating to Kenya's exchange
measures subject to Article VIII, Section 2, and in concluding the 1984
Article XIV consultation with Kenya, in the light of the 1984 consulta-
tion with Kenya, conducted under Decision No. 5392-(77/63), adopted
April 29, 1977 (Surveillance over Exchange Rate Policies).
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2. Kenya maintains restrictions on payments and transfers for cur-
rent international transactions subject to approval under Article VIII,
Section 2, arising from limitations on foreign exchange for certain
imports, and for divident and rental income remittances. In the circum-
stances of Kenya, the Fund grants approval for their retention until
March 31, 1985, or the next Article IV consultation with Kenya, whichever
is the earliest. '

Review Under Stand-By Arrangement

1. Kenya has consulted with the Fund in accordance with paragraph 4
(b) of the stand-by arrangement for Kenya (EBS/83/41, Supplement 1,
3/23/83) and paragraph 16 of the letter of the Minister of Finance and
the Governor of the Central Bank of Kenya dated January 28, 1983 annexed
thereto in order to review policies and to establish performance criteria
subject to which purchases may be made by Kenya.

2. The letter dated March 27, 1984 from the Minister of Finance and
the Governor of the Central Bank of Kenya setting forth certain policies
and measures which the authorities will pursue shall be annexed to the
stand-by arrangement of Kenya, and the letter of January 28, 1983 supple-
mented by the letter of September 13, 1983, shall be read as supplemented
by the letter of March 27, 1984.

3. Accordingly, Kenya will not make purchases under the stand-by
arrangement that would increase the Fund's holdings of Kenya's currency
in the credit tranches beyond 25 percent of quota or increase the Fund's
holdings of that currency resulting from purchases of borrowed resources
beyond 12.5 percent of quota during any period in which the data at the
end of the preceding period indicate that the limit on total domestic
credit of the banking system described in paragraph 6 of the letter of
March 27, 1984 or the limit on net credit from the banking system to the
Govermment described in paragraph 5 of the letter of March 27, 1984, are
not observed.

4. With respect to the fiscal, monetary, import, and exchange and
interest rate policies, the Fund finds that no additional understandings
are necessary.

5. Paragraph 4(c) of the stand-by arrangement for Kenya in
EBS/83/41, Supplement 1, March 22, 1983, shall be amended to read as
follows:

(c) during the entire period of this stand-by arrangement,

while Kenya has any overdue financial obligations to the Fund, or
if Kenya ...
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Kenya: Relations with the Fund (concluded)

Kenya is on a 12-month cycle for Article IV consultationms.

IX. Technical Assistance

CBD: One expert assigned to Central Bank of Kenya.
Technical assistance missions on Kenya Financial System (March and
May-June 1984).

FAD: Technical assistance in fiscal field (1981).
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Relations with the World Bank Group

The World Bank has a large ongoing program in Kenya. As of June 30,
1984 it has committed almost SDR 1 billion, of which SDR 527 million have
been fully disbursed.

1. Agriculture

As the dominant sector in the Kenyan economy, agriculture has re—-
ceived about 12 percent of all World Bank group lending and is expected
to obtain over 13 percent of proposed lending by the Bank. The main
existing projects related to the extension of development activities to
smallholders in the Rift Valley and Coast Province (US$46 million)

(Table 1); rural health and family planning (US$23 million); the rehabil-
itation and expansion of sugar factories and improvement of irrigation
and drainage, etc. (US$72 million); and the promotion of institutional
strengthening in the areas of financial management, credit training,

and data processing of agricultural credit (US$25 million). Proposed
projects relate to dairy farming (US$45 million); agricultural research
(US$30 million); agricultural training and institutionalization

(US$50 million); and parastatal management, private sector marketing and
processing (US$45 million). '

2. Industry

To date, Kenya's industry has been the leading recipient sector of
World Bank's lending with 15 percent of the total. However, it is antic-
ipated to share only 3 percent of the proposed lending, essentially due
to the still ongoing process of reorientation of the Kenyan economy to-
ward export markets. The main existing projects relate to the financing
of Kenya's Industrial Development Bank (US$30 million) and small scale
industry (US$10 million).

3. Energy

The Bank's efforts on this sector have thus far concentrated on
lessening Kenya's dependency on imported oil and preventing deforesta-
tion. The sector has received over 10 percent of the World Bank's total
past lending, and the main projects have been the Olkarla Geothermal
Power project (US$52 million) and the petroleum exploration project
(US$4 million). Proposed energy projects represent 8 percent of the
Bank's lending, with a US$50 million loan for energy management and a
US$50 million loan for geothermal exploration.

4, Transport
While in the past thils sector has received only 9 percent of the

Bank's total lending, it is slated to receive over 19 percent of pro—
posed lending. A highway project (US$90 million) and the promotion of



Table 1. Financial Relations of the World Bank Group with Kenya

(As of June 30, 1984)

Date of membership: February 3, 1964
Capital subscription: SDR 40.0 million

IDA and Third Window

World Bank loans loans Total
Net com— Disbursed Disburse~- Net com— Disbursed Disburse— Committed Disbursed
mitted ment ratio mitted ment ratio
Agriculture, live-
stock, and rural
development 119.5 49.3 41.3 162.5 38.6 23.8 282.0 87.9
Population - - - 23.0 1.9 8.3 23.0 1.9
Education 10.0 7.3 73.0 63.0 12.6 20.0 73.0 19.9
Tourism 17.0 11.4 67.1 - - - 17.0 11.4
Energy and petro-
leum exploration 56.0 38.7 69.1 - - - 56.0 38.7
Industries and
development
finance insti-
tutions 48.2 29.8 61.8 10.0 4.1 41.0 58.2 33.9
Utilities 90.0 49.7 55.2 47.0 16.4 34.9 137.0 66.1
Transport 152.0 96.5 63.5 - - - 152.0 96.5
Telecommunications 64.7 39.3 60.7 - - -— 64.7 39.3
Structural
adjustment loans 60.9 60.9 100.0 70.0 70.0 100.0 130.9 130.9
Technical ) ’
assistance - - - 4.5 0.2 4.4 4.5 0.2
Total 618.3 382.9 61.9 380.0 143.8 37.8 998.3 526.7
Repayments Bank: 74.6 IDA: 4,2 W.B. Group: 78.8
Debt outstanding Bank: 543.7 IDA: 375.8 W.B. Group: 919.5
Total undisbursed Bank: 235.4 IDA: 236.2 W.B. Group: 471.6

IFC operations

Promotion of tourism facilities, capital markets, industrial development (pulp and paper, textiles, cement)
and development financing. Total net commitments on loans and equity held by IFC amount to US$43.1 million,
of which US$36.6 million have been disbursed.

Source: World Bank.
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5. Structural Adjustment Loans

The World Bank has negotiated and fully disbursed two structural
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US$70 million and was fully disbursed by September 1980. The second
one, negotiated in July 1982 for SDR 130 million was disbursed in two
tranches: one in September 1982 and the second in January 1984,

The World Bank is not presently contemplating the negotiation of a
third structural adjustment loan. Degpite the fact that the previous two
loans were fully disbursed, the Bank remains dissatisfied at the degree
to which Kenya met the commitments included under the program. The SAL
programs have been implemented under adversed external circumstances
which negatively affected Kenya's performance. The protracted balance
of payments crises of 1981 and 1982, as well as the coup attempt in
August 1982, forced ad justments in the Govermment's policies and led to
delays aund reversals in policy initiatives included in the SAL programs.
Implementation was also affected by a shortage of technical personnel
and the preoccupation of the authorities with short-term stabilization
efforts. 1In additiomn problems were encountered with the timing of re-
quired studies and the role of some technical assistance personnel. The
present stand—-by arrangement seeks to further progress in the forward
budget, in development planning and in the liberalization of imports,
elements which also form part of the structural adjustment program.

Through Bank assistance, the necessary studies of effective import
protection have begun. The Bank is also likely to respond to a request
from the Government of Kenya for a review of the forward budget early in
1985. The Bank and the Fund share a common concern on the need to make
faster progress in these areas.

Although some agreements in principle were made between the Govern—
ment of Kenya and the Bank on the reform of the grain marketing system,
the current drought crisis has led the Government to postpone the
implementation of the reform. The Bank would also like larger expendi-
tures in population control. '







